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Kansas City Southern is a transportation
holding company that has railroad investments
in the U.S., Mexico and Panama. Its primary U.S,
holding is The Kansas City Southern Railway
Company, serving the central and south central
U.S. Its international ho'dings include Kansas City
Southern de México, serving northeastern and cen-
tral Mexico and the port cities of Lazaro Cédrdenas,
Tampico and Veracruz, and a 50 percent interest
in Panama Canal Railway Company, providing
ocean-to-ocean freight and passenger service along
the Panama Canal. Kansas City Southern’s North
American rail holdings and strategic alliances are
primary components of a NAFTA Railway system,
linking the commerciat and industrial centers of the

U.S., Canada and Mexico.




2006 FENANCIAL HIGHLIGHTS

Dollars in millions, except share and per share amounts. Years ended December 31.

2006 2005 2004 2003
OPERATIONS
Revenues $ 1,659.7 $ 1.352.0 § 6395 5 5813
Operating incoms 304.3 62.3 83.5 291
Income from continuing operations before
cumulative etfect of accounting change 108.9 100.8 244 33
Net income (i) 108.9 100.9 244 12.2
FINANCIAL CONDITION
Working capital $ (314 $ (106.9) s 78 $ 1333
Total assets 4,637.3 44236 2,440.6 21529
Total debt 1,757.0 1,860.6 665.7 5234
Common stockholders' equity i) 1,181.3 1,025 8174 756.6
Total stockholders’ equity i 1,582.4 1,426.2 1,016.5 955.7
PER COMMON SHARE (i)
Earnings (loss) per diluted share from
continuing operations before cumulative
effect of accounting change $ 1.08 $ 1.10 $ 025 $  {0.04)
Dividends per share - - - -
Book value (i) 15.56 13.96 12.92 1217
STOCK PRICE RANGES (i)
Preferred - High ’ $ 23.75 $ 24.00 $ 2175 $ 2050
Preferred - Low 22.00 21.45 19.45 16.90
Common - High 30.00 281 18.08 1497
Comman - Low 22.32 16.05 12.60 10.60
COMMORN STOCKHOLDER INFORMATION AT YEAR END
Stockholders 4,407 4529 4,809 5316
Shares qutstanding (in thousands) 75,920 73,412 63,270 62,176
Diluted shares {in thousands) 92,386 92,741 63,983 61,725

(i} The abova information includes only the continuing cperations of the Company umless otherwise indicated.
Certain infarmation has been reclassified to conform to the current year presentation.

(ii) Nat income for 2003 includes an $8.9 million benefit from the cumlative effect of accounting changs.

(i) Total stockholders® equity fess preferred stockholders’ equity.
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very early stages of improving the coordination of the Company’s rail carriers, Kansas
City Southern de México, S. de R.L. de C.V. (KCSM) and The Kansas City Southern
Railway Company {KCSR), to realize the potential for improved service to shippers and
imp}oved financial performance for shareholders. The Company's rail subsidiaries were
also rebounding from the effects of three hurricanes, two in the United States and another
in Mexico, which seriously damaged, and in some cases shut down for an extended time,
chemical facitities in the Gulf region.

By the end of 2006, the Company had made major strides towards managing its two rail
franchises and offering shippers seamless freight transportation services between major
markets in both countries. Its Gulf customers had recovered from the devastating storms
with nearly every plant operating at pre-hurricane capacity, and KCS's rail system was
operating at a higher leve! of efficiency than it had for some time.

For purposes of comparability, KCS management beligves that the use of certain non-GAAP
meastires is meaningful in assessing the regecurring operational performance of the Compa-
ny. Sharehoiders and readers of the information herein should consider this when evaluating
the Company's results discussed in the Letter and can find a summary of non-GAAP financial
information used for the periods presented in ltem 6 of the attached Form 10-K.

® KCS ended the year achieving record revenues and operating profits, with earnings increas-
ing in gach successive quarter. Consolidated revenues totaled approximately $1.7 billion, a
9% increase over 2005 results. Operating expenses increased only 0.8% in 2006.

Operating income for 2006 was $304.3 milticn compared with $178.1 million in 2005.
The improvements in revenues and expense controls resulted in a 2006 operating ratio
improvement of 6.6 points to 81.7% compared with 88.3% the year before.

Finally, net income available to common shareholders in 2006 was $89.4 million, or
$1.08 per diluted share, compared with $12.2 million net income available to common
shareholders, or $0.16 per diluted share, in 2005.

& The Company’s successes in 2006 went far beyond improved financials, and no accomplish-
ment was more important than the impact of senior management additions in both Mexico
and the U.S. Major changes included the addition of Jose Zozaya as President and Executive
Representative of KCSM. Prior to joining KCSM, Jose had directed the legal and government
relations activities for ExxonMobil Mexico, S.A. de C.V. During a distinguished career, he has
developed extensive expertise in helping multinational organizations improve their businesses
through effective government relations. In less than a year his experience has helped improve




KCSM's relationships with its labor unions, business groups, and
government officials at all fevels, from federal to local.

KCS's senior management was also bolstered by the addition of
Pat Ottensmeyer as Executive Vice President and Chief Financial
Officer and Dan Avramovich as Executive Vice President of Sales
and Marketing. Both of these individuals joined KCS with excep-
tional experience and excellent track records, both within and
outside the railroad industry. Joining the KCS in mid-year, both
hit the ground running, and by year-end had made substantial
contributions to our Company.

There was no question that in light of the added financial report-
ing complexities arising fram the KCSM acquisition, KCS had to
upgrade and expand its finance department by bringing in added
talent, both in the U.S. and Mexico. To that end, the department
was completely reorganized, with significant additions made in
the areas of internal and external reporting, taxes, ptanning and
budgeting, and accounts receivabie, to name but a few.

Moreover, the finance department made rapid strides in integrat-
ing the financial functions of KCSR and KCSM. The two separate
gntities are now using the same systems with considerable
cross-border, day-to-day interaction. Not only has the revamped
department resulted in improvements in the speed and transpar-
ency of the Company's financial reporting, it is also providing
expanded and timely financial information to help executive
management make strategic decisions.

The marketing department was also expanded, with an emphasis
on adding experienced personnel in key growth areas. Changes
began at the very top of the department and moved down
through every segment. Especially noteworthy was the strength-
ening of the intermodal segment, with expertise added in the
areas of retail logistics and international maritime shipping. Most
notably, the marketing focus began to be realigned with substan-
tially greater emphasis on cross-border volume growth and the
emerging opportunities inherent in increased international trade
through Mexican ports and the Panama Canal.

Additionally, the KCSR and KCSM marketing departments, which
had focused an increasing revenues in the 1990s and the first
few years of this century, shifted their focus to profitability analy-
sis. The emphasis on revenues had been necessary as a result
of a number of huge railroad mergers in the mid 1990s that
put in jeopardy approximately 20% of the Company’s revenues,
followed by an economic stowdown that impacted all North
American rail traffic.

To fully exploit the synergies of the combined systems, cross-
functional teams were formed to ceordinate key performance
areas. Not anly were finance and marketing targeted, but opera-
tions, purchasing, legal, information technalogy and human
resources were also recagnized. KCSR and KCSM, two railroads
operating in two different countries and largely operated by
personnel from different cultures, have waorked closely together
to pursue the single objective of providing seamless cross-
border rail service. Given that this service did not exist prior to
KCS’s 2005 acquisition of the Mexican franchise, the speed and
gtficiency with which the employees on both sides of the border
have created a single, unified service offering is gratifying.

Having proven its competitive viability, we believe the KCS rail
network will be the fastest-growing railroad in North America.
Given the economic vitality of its service area, we believe that
the Company has abundant revenug growth prospects. It now
becomes crucial to ensure that KCS persannel, bath north and
south of the border, pursue those opportunities that provide
attractive returns for our shareholders.

Beyond strengthening its personnel resources throughout the @
Company, four 2006 accomplishments deserve particular men-
tion as they will contribute to KGS's development in the years
ahead. In July, KCSM successfully implemented the Manage-
ment Control System {(MCS), the Company’s transportation and
operating platform. As a result of careful planning and execution,
MCS was implemented in a nearly flawless transition that was
virtually unnoticeable to our customers, Now, with both the
1.S. and Mexican operations on a common platfarm, KCSR and




KCSM customers are provided a singfe point of contact for
placing waybill orders, tracking shipments, and other services.
MCS also provides management with more accurate and timely
information, which facilitates efforts to provide consistent,
reliabie service to customers, improved asset utilization and
operating efficiencies.

KCS also implemented its Revenue Management System {RMS)
in the U.S., a tool designed to improve accuracy and efficiency
in our commercial systems, as well as streamline the process of
price publication, rating, and freight billing. Implementation of
RMS in Mexico is scheduled for the first quarter of 2007,

A second major achievement of 2006 was the closing on the
joint venture between KCS and Norfotk Southern to ingrease the
capacity and improve service on the Meridian Speedway between
Meridian, Mississippi, and Shreveport, Louisiana. The Meridian
Speedway is a critical segment of the fastest, most direct rail
corridor between the Southeast and Southwest regions of the
U.S. In addition to improved services in the U.S., the capacity
expansions on the Meridian Speedway will greatly enhance
intermodal service between Lazaro Cdrdenas and the Southeast
region of the U.S., in time for the increase in traffic anticipated
from the expected completion of the first phase of the port's
expansion in the second half of 2007.

The Meridian Speedway capacity upgrade project got off to a
great start in 2006 with the completion of Centralized Traffic
Cantrol (CTC) between Vicksburg and Jackson, Mississippi, the
installation of approximately 100,000 ties, the faying of 45 miles
of new rail, the upgrade of bridges, and the grading work
necessary for new sidings and double tracking.

During the fourth quarter, KCSM successfully refinanced $150
million of 10.25% debt at KCSM and replaced it with $175
million of debt at 7.625%. Not cnly does the refinancing lower
interest costs going forward, it also provides a powerful state-
ment that KCS is viewed favorably in the capital markets.

It should alse be noted that The Panama Canal Railway Company
{PCRC) continued to improve bath its aperational and financial
strength with container volume growth of 13.1% and a 60%
increase in cash generated by operations. PCRC's development
as a major component of the Canal Zone’s logistics network was
recognized by being awarded the Panama Maritime Excellence
award at the Panama Maritime Vil World Conference. This award
has in the recent past been presented to two of the world’s largest
shipping lines.

Finally, the KCS management team, along with personnel
throughout KCSR and KCSM, developed a detailed, fully inte-
grated five-year strategic plan. The plan, which establishes
ambitious but attainable growth targets, clearly delineates the
value of KCS and provides management with a blueprint for
realizing that value over the next five years. The five-year
strategic plan provides the standards by which we will chart the
Company’s future and measure its success in the years ahead.

White management is pleased with what was accomplished in
20086, we look to exceed last year's accomplishments in 2007.
The reality is that KCS is no longer looking out toward a distant
horizon as it measures its growth opportunities. When the first
phase of the Lazaro Cardenas port expansion {detailed in this
report} is completed, a vast new wealth of oppartunity emerges
for the Company. We project that traffic growth from the port
will be gradual but steady, as will the growth from a host of other
emerging opportunities in the area served by KCSM. This is an
ideal scenario as it will allow the Company to bring on more
capacity and enhance its infrastructure as the business comes
on line rather than committing te a large-scale building program
right away and then waiting years for the business to materialize.

As in past years, we again thank our shareholders for thair loyal
support and we pledge our continued commitment to enhancing
the value of your investment in KGS.
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KOS management entered 2006 committed to attalnlng two key objectlves:
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consolidation to the financial community and the Company’s shareholders.

In 2005, the KCS operating ratio, which is defined as the ratio of operating

expenses to total revenues, had been negatively affected by several operational

and financial events. First, the initial phase of KCSM integration into the KCS

system had negative expense implications, particularly in the areas of purchased

services, equipment costs and other miscellaneous operating costs. Second, parts

of KCS's rail system, both in the United States and Mexico, were battered by three ~ PCRC’s development as a major component
large hurricanes — Emily in Mexico, and Katrina and Rita in the U.S. Together, the ~ of the Canal Zone's logistics network was

three had negative impacts on both revenues and expenses in the third and fourth recognized by being awarded the Panama
quarters of 2005. Maritime Exceflence award.

These events also strained the Company’s cash position. KCS’s tight liquidity
situation, $31.1 million of cash and equivalents at December 31, 2005, was
principally caused by expenses associated with the acquisition of KCSM.
Committed to maintaining the value of its common stock, KCS was determined
to manage through this situation rather than to go to the equity markets in 2006
to boost its cash position, even while it remained steadfast to funding its capital
program requirements through internally generated funds.

While it fully realized that both of these conditions — a higher than desirable operat-

ing ratio and tight liquidity — were the result of business decisions that were in the
best long-term interests of the Company and its shareholders, KCS management
nevertheless felt a commitment to demonstrate even over the short-term that the
combined KCS system could deliver positive operational and financial results.

By the end of 2008, the proof of KCS's potential was beginning to be realized.
The Company's operating ratio had improved 6.6 points to 81.7% compared with
88.3% the preceding year excluding non-recurring adjustments to expenses in
2005. And, its liquidity position, as defined as unrestricted cash plus unused bank
credit commitrments, improved to $144 million. This report will discuss some of
the key drivers of the improvements in these two targeted areas.




Revenue Generation

The first of the two ingredients that determine the Company’s operating ratio is revenue.
In 2008, KCS grew its revenues by 9% over the previous year with strong improvements
in five of its six primary commadity groups.

Change in Revenues by Commodity
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KCS's Coal business
tnit had a 15.3% increase
in revenues in 2006.

In terms of year-over-year percentage growth, KCS’s Coal business unit lad the way
with a 15.3% increase in revenues. The unit’s success was the result of strong volume
increases at most of the sites it serves. After a slow first quarter caused by the linger-
ing effects of Hurricane Rita on chemical plants aleng the Gulf Coast, all segments of
the Chemical & Petroleum Products business unit grew rapidly, leading to an overall
year-over-year revenue increase of 14.0%. The Company’s Paper & Forest Products
group concentrated on pricing and identifying its most profitable business opportuni-
ties. The work of the group was rewarded by a 12.1% increase in revenues, while it
also positioned itself very well for 2007 and beyond. The Agriculture & Minerals unit
expanded its shuttle grain train program. Shuttle trains improve cperating efficiencies
with more product having single origin and destination points. KCS now operates shuttle
trains from the upper Midwest to serve poultry producers in the South as well as grain
consumers in Mexican markets. The shuttle train service contributed significantly to
the business unit's 8.1% revenue growth in 2006.

Despite closing some of its domestic ramps and rational-
izing a considerable amount of its marginal

business, the Intermodal business unit

grew revenues by 6.3% for

the year. With
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the development of the port of Lazaro Cardenas and the future increase of cross-border
international traffic, the Intermodal unit is destined to become the Company’s fastest
growing revenue producer in coming years. Only KCS’s Automotive unit experienced
reduced revenues in 2006, clearly the result of the U.S. automobile market suffering
through one of the most difficult economic periods in its history. While revenues were
down 16.7% for the year, business did begin to pick up somewhat in the fourth quarter
and auto producers are projecting expanded manufacturing activity for the second half
of 2007. In addition, General Motors and Chrysler are currently building new facilities
and enlarging existing plants in areas served by KCSM. These plants will begin to have
substantial impacts on KCS’s Automotive business in 2008 and beyond.

While revenue growth will continue to be of vital importance, and KCS is poised to
become the fastest growing revenue producer of any railroad in North America, the
Company is committed to managing operating expense growth to leverage the profitabil-
ity of these business opportunities. KCS's rail network links the growing North American
manufacturing hub of central Mexico to the growing Mexican consumer class and the
gstablished and growing Southcentral and Southeastern U.S. markets. Itis a unique
franchise — no other railroad can duplicate it. Growth along KCS's international rail corridor
will grow, and the growth will be substantial. But growth for growth’s sake is not the
Company’s objective. Management is committed to identifying and pursuing the busi-
ness opportunities which offer the best returns and contributions to KCS’s profitability.

The Management Control System (MCS), the Company’s computer-based operating
system, is key to this process. MCS was installed at KCSM in July with almost no disrup-
tion to business. Two other computer-based tools were introduced in the U.S. in 2006:
Everis and the Revenue Management System (RMS). Used in conjunction with MCS,
these state-of-the-art programs will help refine every aspect of service, from determining
pricing and assessing profitability to trip planning and billing. Bath Eyeris and RMS will
be installed at KCSM in 2007.

Operational and System Improvements

The second and equally important element in the determination of operating ratio is a
railroad’s operating performance, which has a direct impact on operating expenses. As
operational efficiency cannot be separated from the condition of a railroad’s track and
system infrastructure, it is essential that continuous attention be paid to maintenance
and improvement of a railroad’s total physical plant. In 2006, KCS made significant
progress in improving throughput at The Kansas Gity Southern Railway's (KCSR) primary
rail hub at Shreveport and KCSM's main terminal at Monterrey. In both cases new track
was put down to expedite trains getting through the busy terminals and to facilitate more

KCS is poised
to become the

fastest-growing
revenue producer
of any railroad in
North America.
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efficient rail car switching activities. The process of streamlining its primary terminals in the
U.S. and Mexico will continue as the Company targets more long-haul, cross-border, time-
sensitive traffic on its system,

KCS also completed its comprehensive system upgrades on its Texas Mexican Railway (Tex
Mex) subsidiary. Using a $50 million low-interest loan from the Federal Railroad Administra-
tion (FRA) under the department's Railroad Rehabilitation and Improvement Financing (RRIF)
program, Tex Mex upgraded 146 miles of track, rehabilitated 26 bridges, constructed two new
sidings and lengthened another one, and replaced 75,000 crossties. These improvements
have allowed transit speeds over the Tex Mex to increase from 25 to 50 mph, and increase
the corridor’s capacity — both pivotal to plans to increase cross-border traffic.

In total, nearly 646,000 ties were inserted throughout the North American rail network and122
miles of track were laid. In addition, new sidings were constructed; other sidings, primarily
in Mexico, were extended; and 24 miles of double track were added. On KCSR, considerable
investment was made on its north-south line between Kansas City and Shreveport, which
handles the bulk of the Company’s coal and grain traffic. On KCSM, the emphasis was on
track and terminal improvements to enhance train velogity.

An important part of KCS's overall track system upgrade program was the work done on
its Meridian Speedway, the important rail corridor that runs from Meridian, Mississippi,

to Shreveport, Louisiana. In late 2005, KCS and the Norfolk Southern Railroad (NS) entered
into a joint venture agreement which included NS agreeing to invest $300 million in cash,
with $260 million to be used specifically for capital improvements and capacity expansion
between Meridian and Shreveport. When completed in three years, the track and signaling
enhancements will result in enough capacity to handle more than twice the current traffic, or
between 40 and 50 trains per day, with seven-hour faster transit times between Shreveport
and Meridian. In addition, the Meridian Speedway s a critical
segment of what will be the fastest,
most direct route between the
Southwest and Southeast '
United States.

't

Nearly 645,000 ties were
inserted system-widé and
122 miles of track were laid.
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Like the other improvements being made across the entire KGS rail system, the
Meridian Speedway upgrades will expedite long-haul traffic between Mexico and the
U.S., and will make KCS the preferred rail freight handler of merchandise between
Mexico and Southcentral, Southeastern and Eastern United States. In 2008, more
than 100,000 ties were inserted, 45 miles of new rail was laid and over 2,000 track
feet of bridges were inserted on the Meridian Speedway.

KCS also began the most ambitious new locomotive purchase program in its
history. The average age of KCS’s locomotives is 21.8 years, making it the oldest

KCS earned the
2006 Gold Harriman
award for the best
railroad safety
performance
iN its class.

10

average fleet among U.S. Class { railroads. The Company’s objective is to upgrade
the fleet over a five-year period, which will result in KCS having one of the youngest fleets
in the industry. The process began in 2006 with the acquisition of 33 new SD70ACe locomo-
tives. In 2007, 150 additional new locomotives will be acquired, which will be the largest
annual purchase during the upcoming five-year period. Because the new locomotives are
more powerful than many presently in KCS's fleet, for every two new locomotives purchased,
three older locomotives can be retired. In addition to providing the combined network with
adequate power to efficiently handle increased long-haul traffic, the new locomotives will
improve reliability and reduce maintenance and fuel costs going forward.

A critical aspect of a company’s operational performance is its safety record. Companies
that integrate safety training and procedures into their operational designs are inevitably the
ones with the most efficient operational performances. Over the past three years, KCSR has
been second to no other railroad in its commitment to improving its safety performance. The
results of this effort were clearly visible in 2006 - a 26% decline in reportable injuries; a 30%
improvement in injury frequency ratio; a 4% reduction in crossing collisions; a 31% decrease
in FRA reportable train accidents; and a 25% improvement in lost-time days. These outstand-
ing results led to KCS earning the 2006 Gold Harriman award for the best railroad safety
performance in its class. Moreover, these safety improvements will continue to have a
paositive impact on expenses throughout 2007 and beyond. Having risen to the top of its
¢class, KCSR is committed to holding its position. The same safety initiatives that have
improved performance at KCSR are now being implemented at KCSM to ensure that the
entire KCS system is the safest in the industry.

Taken together, our strong revenue growth and operational improvements resulted in an
impressive 6.6 point improvement in the Company’s annual operating ratio 1o 81.7 %.
Particularly encouraging was that in the fourth quarter, KCS's operating ratio was 80.1%.
Management is committed to continual annual improvements in its operating ratio
targeting below 80% for the full-year 2007.




Operating Ratio
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Improved Liquidity and Financial Condition

As with the case of its operating ratio, KCS made consistent improvement in its financial
results during the year. While revenues increased 9% in 2008, the operating expenses to
support the growing business opportunities actually decreased compared with proforma
2005 expenses, excluding non-recurring adjustments to expenses in 2005. This combi-
nation resulted in operating income of $304.3 million compared with an adjusted $178.1
million in 2005.

As stated earlier, improving liquidity was a primary corporate objective for 2006. To
be sure, maximizing profitability by bringing on new business, white exerting effective
cost controls, played a major role in generating greater cash flows from operations. In
addition, a coordinated focus across the entire Company to identify cash generating
opportunities produced measurable results.

During the second half of the year, large strides were made in improving the effective-
ness of accounts receivable efforts and by year-end, the KCS had attained a 13-point
improvement in its 90 + day receivables. The increased focus on liquidity also identified
several opportunities to improve the Company’s cash position by selling various parcels
of non-core real estate and other none-core assets.

® The combination of improved business with efficiency improvements and the streamlin-
ing of asset resulted in liquidity improving from $36 million at the end of the first quarter
of 2006 to $144 million by year-end.

The Company also positioned itself well for 2007 and beyond by successfully refinancing
$150 million of debt at KCSM at a rate of 10.25% and replacing it with $175 million of
debt at 7.625%. This will result in approximately $2 million in interest expense savings
annually. Moreover, the Company does not need to access the debt capital markets until
late 2008, unless a specific opportunity arises.

To a considerable degree, the benefits of the Company’s improved operational perfor-
mance fell to the bottom line. Full-year 2006 net income available to common sharehold-
ers totaled $89.4 million, or $1.08 per diluted share, compared with $12.2 miliion net
income available to common shareholders, or $0.16 per diluted share, in 2005 excluding
non-recurring adjustments.

KCS's performance was not overlooked by the financial markets, which rewarded the
improvernents with stock price appreciation of 18.6% for the year, outpacing both the
Dow Jones Industrial Average and the Dow Jones Transportation Index.

1



-carriers are finding themselves faced with a host of serious logistical chal-
lenges, perhaps the most notable of them being the impending lack of port
capacity on the west coast of North America. To put the looming crisis into perspec-
tive, to satisfy port capacity needs to meet the current annual growth in Asian traffic
entering North America requires an annual addition in port capacity equal to the size
of the Port of Dakland, California. Adding to the challenge, the southern California
ports of Los Angeles and Long Beach {LA/LBY), the largest gateways of Pacific trade,
with approximately one-third of all imports passing through them, can no longer be
assumed {o have the ability to accommodate the growing demand for container ca-
pacity. LA/LB have numerous constraints to future growth. First, land for additional
expansion is virtually non-existent. Some reconfiguring of existing space, plus the
“demarketing” of some import commodities, can delay the ports reaching ful!
capacity, but not for long, and not efficiently. On top of that, environmental issuss
and container handling costs make capacity growth opportunities at LA/LB extreme-
ly limited. Because of the extensive infrastructure and the nearby population-dense
Los Angeles Basin, the drop-off point for a considerable percentage of imports, LA/
LB will continue to be the predominant

12

North American west coast port, but
it will no longer be central to future
trade growth plans,

Most ports along the west coast of
the United States have similar space
and environmental issues which limit
growth. The ports of Qakland, Tacoma
and Seattle wiil grow, but none have
the capacity to expand significantly. In
Canada, the ports of Vancouver and
Prince Rupert will expand, as well,
but neither are ideal ports of entry for
goods moving to the Southcentral
and Southeastern regions of the U.S. Nor are there farge population centers near
the ports, which is an attractive feature for ocean carriers looking to maximize ship
turns and equipment utilization.

The natural depth of the ship channel, ability to expand capacity, and a huge popula-
tion center only 350 miles away, are among the attributes that have put the port of




Lazaro Cdrdenas on the radar screen of bath ocean carriers
and big box retailers.

Situated along Mexico’s west coast, Lazaro Cardenas is

a natural deep-water port. The Port's access channel is
59-feet deep, large enough to handle the world’s largest
ships, as well as those currently on the drawing boards. The
internal ship channels necessary for deploying multiple
ships within short time frames are already 45-54 feet deep.

Lazaro Cardenas has the added benefit of having abundant
waterfront land in which to expand without displacing
people or businesses. Currently, Hutchison Port Holdings
(HPH), the largest port terminal operator in the world,
operates the sole terminal at Lazaro Cardenas. HPH will be
opening the first of a three-phase port expansion project
in August 2007, which will expand capacity at the port by
an additional 600,000 twenty-foot equivalent units (TEUs)
for a total capacity of 850,000 TEUs. When the third phase
of the build-out is complete, capacity at HPH facility will be
two million TEUs annually.

Completion of the HPH expansion project will by no means
exhaust capacity growth potential at Lazaro Céardenas.
There is ample land to add three or more terminals similar
in size to that being developed by HPH.

Beyond the critical need for additional Pacific Coast port
capacity, a number of additional factors have paositioned
Lazaro Cardenas as one of the most attractive ports in
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dinary natural resources. It is not a developer's dream; it

is a reality. Second, similar to LA/LB serving Los Angeles
Basin consumers, Lazaro Cardenas is situated near Mexico
City’s 20 million plus population. Moreover, the triangle
which includes Mexico City, Guadalajara, and San Luis

Potosi has a population of between 50 - 60 million peaple.

Given that the rate of Mexico’s economic growth is outpac-
ing its North American neighbors and that its middle class
is growing rapidly, it is not surprising that major retailers
are interested in efficiently tapping into this region. Lazaro
Cardenas provides them the opportunity to ship goods
directly from Asia to this enormous consumer population.

Finally, not only is Lazaro Cardenas close to the primary
Mexican consumer markets, it also has distance advan-
tages to key U.S. markets. It is 400 rail miles shorter to
Houston from Lazaro Cardenas than from LA/LB; 335
miles shorter to Atlanta; and, it's the same distance to
New York City. This means a ship from Asia can drop off
containers at Lazaro Cardenas which are destined for both
Mexican and U.5. markets.

The Port of Lazaro Cédrdenas is solely rail served by KCSM
under the concession from the Mexican government. The
railroad goes directly into the port and HPH is working
closely with KCS management

to maximize the termi-
nal's capacity and
efficiency.

North America. First, it is already an
existing, active port with extraor-
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Lazaro Cardenas represents
a unique opportunity for

In addition, the State of Michoacan, in which Lazaro Cardenas is situated, has provided
KCSM with land at Palm sland, which is immediately adjacent to the port, on which a rail
terminal will be constructed to further facilitate the growth of rail traffic from the port.

In June 2008, KCSM initiated daily rail service between Lazaro Cardenas and Atlanta,
Georgia. It is providing seventh marning service to Atlanta, which makes it time com-
petitive with LA/LB. While it is not the objective to compete with LA/LB, it is important
to demonstrate to potential shipping customers that service over KCS
from Lazaro Cardenas is a viable option to certain markets.

Lézaro Cardenas is destined to play a major role in KCS's growth over the

KCS. Probably no railroad in next five to ten years. Initially, the growth will be gradual but will begin to
the world certainly none in pick up in volume in the second half of 2007 and will continue to escalate

North America, possesses

as capacity is added at the port. Because the highway infrastructure out
of Lazaro Cardenas is limited to a two-lane toll road, it is expected that

an equal opportunity to both  over 80% of the volume leaving the port will be carried on rail.

nurture and benefit from the  The desperate need for additional Pacific port capacity in North America
gl‘OW‘th ofa major new port. mgans that that the devefopment of Lazaro Cardenas is not in question. It

will happen, and it will grow to be a very substantial port. Moreover, given
that the time line for adding capacity does not extend far out into the horizon, KCS will
sustain an aggressive program to expand and upgrade KCSM's track and infrastructure
to keep ahead of the port's development.

Lazaro Cardenas represents a unique opportunity for KCS. Perhaps no railroad in the
world, certainly none in North America, possesses an equal opportunity to both nurture
and benefit from the growth of a major port expansion of this magnitude. For that reason, a
great deal of KCS's total infrastructure planning will be concentrated on creating an efficient
single-line rail system that will maximize the potential impact of Ldzaro Cardenas on North
American freight logistics and will

be known as KCS's International
Intermodal Corridor.
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“Part I o

Item 1. Business _ s

COMPANY OVERVIEW

" Kansas City Southern (“KCS” or the “Company”), a Delaware corporation, is a holding company with
domestic and international rail operations in North America that are strategically focused on: the growing -
north/south freight corridor connecting key ‘commercial and industrial markets in the central United States with
- major industrial cities in Mexico. KCS and.its subsidiaries had approximately 6,470 employees on Decem-
ber 31, 2006. The Kansas City Southern Railway Company (“KCSR”™), which was founded in'1887, is a U.S.
Class I railroad. KCSR serves a ten-state region in the Midwest and Southeast regions of the United States and‘
has the shortest north/south rail route between Kansas City, Missouri and 'several key ports along the Gulf of

Mexico in Alabama Louisiana, Mississippi and Texas.
b

KCS controls and owns all of the,stock of Kansas City Southern de Mexnco S de RiL. de C. V
(“KCSM“) through its wholly owned sub51d1ary Grupo KCSM, S.A. de C.V. (“Grupo KCSM"), formerly
known as Grupo Transportacién Ferroviaria Mexicana, S.A. de C.V.,, or Grupo TFM. Through its 50-year
Concession from the Mexican government (“the Concession™), KCSM operates a primary commerc1al ‘corridor
of the Mexican railroad system and has as its core route a key portion of the shortest, most direct cail '
passageway between Mexico City and Laredo, Texas. KCSM serves most of Mexico’s principal industrial
cities and three of .its major shipping ports. KCSM’s rail lines are the only ones that serve Nuevo Laredo, -
Mexico, the largest rail freight interchange point between the United States and Mexico. Under the
Concessmn KCSM has the right to control and operate the southern half of the rail bndge at Laredo, Texas,
which spans the Rio Grande River between the United States and Mexico.

"The Company wholly owns, dlrectly and indirectly, through its wholly-owned subsidiaries, Mexrail, lnc."
(“Mexrail”) which, in turn, wholly owns - The Texas Mexican Railway Company (“Tex- Mex™). Tex-Mex
operates a 157-mile rail line éxtending from Laredo, Texas to the port city -of Corpus Christi, Texas, which
connects the operations of KCSR with KCSM. Tex-Mex connects with KCSM at the United States/Mexico
border at Laredo, Texas, and connects to KCSR through trackage. rights at Beaumont, Texas. Through its
ownership of: Mexrail; the Company owns the northern half of the rail bridge at Laredo, Texas. Laredo is a
principal international gateway through which more than half of all rail and truck traffic between the
United States and Mexico crosses the border.

The KCS rail network (KCSR KCSM and Tex-Mex) comprises approximately 6,000 miles of main and
branch lines extending from the Midwest and Southeast portions of the United States south into Mexico and
connects with other Class I railroads, providing shippers with an effective alternative to other railroad routes
and gwmg.dlrect access to-Mexico and the Southeast and Southwest United States through less congested |
interchange hubs. n :

KCS also owns a fifty percenl equity investment in the stock of Panama Canal Rzulway Company
. (“PCRC") which holds the concession to operate a 47-mile coast-to-coast railroad located adjacent to the
Panama Canal, The railroad handles containers in freight service across the Isthmus of Panama. Panarail
Tourism Company (“Panarail”), a wholly owned subsidiary of PCRC, operates commuter and tourist railway
services over the lines of PCRC.

Other subsidiaries and afﬁllates of KCS include the followmg

+ Meridian Speedway, LLC {(“MSLLC"), a nmety percent owned consohdaled affiliate that owns the
former KCSR rail line between Meridian, Mississippi and Shreveport; Louisiana, which is the portion
of the KCSR rail line between Dallas, Texas and Meridian known as-the “Meridian Speedway.”. Norfolk
Southern Corporation (“NS”) through its wholly-owned subsidiary, The Alabama Great Southern
Railroad: Company, owns the remaining ten percent of MSLLC. Ultimately KCS will own seventy

. percent and NS will own thirty percem of MSLLC upon the contribution of additional capital by NS to
MSLLC;




» PABTEX GP, LLC, a wholly-owned and consolidated owner of a bulk materials handling facility with
deep-water access to the Gulf of Mexico at Port Arthur, Texas that stores and transfers pelroleum coke
and soda ash from trucks and rail cars to ships, primarily for export;

* Trans-Serve, Inc. (doing business as Superior Tie and Tlmber) a who]]y owned and consolldated
operator of a railroad wood tie treatment facility;

. Trar_lsﬁn lnsurance, L, a wholly—owned and consolidated captive insurance company, providing
property, general liability and certain other insurance coverage to KCS and its subsidiaries and
affiliates;

« Southem Capital Corporauon LLC (“Southern Capital™), a fifty perccm owned unconsolidated affiliate that
‘leases locomotives and rail equipment; and :

+ Ferrocarril. y Terminal del Valle de México, S.A. de C.V. (“FTVM"), a twenty five percent owned
unconsolidated affiliate that provndes railroad services as well as ancnllary services in the greater
Mexico Clty drea. :

i
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Chemical and Petroleumn. KCS transports Business Mix

chemical and petroleum products via tank and hopper ' : Chemical &
cars to markets in the Southeast and Northeast United Intermodal -C(;a| O;I;l/er : Petrol;eurn
States'and throughout Mexico through interchanges & . 8% . 19%

with other rail carriers. Primary traffic includes plas- AUt‘;TO‘/’ti.“'e
tics, petroleum, oils, petroleum coke, rubber and mis- a ‘
Forest

cellaneous chemicals,
. s oy 1 . Products &
Forest Products and Metals. KC_S rail lines Agricultural . o Metals
run through the heart of the Southeast United States & Mineral 28%

timber-producing region. The Company believes that -26% ‘
forest products made from trees in this region are génerally less expensive than those from other regions due
to lower production costs. As a result, southern yellow pine products from the Southeast are increasingly being
used at the expense of western producers that have experienced capacity reductions because of public policy
considerations. KCSR serves paper mills directly and indirectly through short-line connections.

This product category includes metals, minerals and ores such as iron, steel, zinc and copper. The
majority of metals, minerals and ores mined, and steel produced in Mexico are used for domestic consumption.
The volume of Mexican steel exports fluctuates based on global market prices. Higher-end finished products
such as steel coils used by Mexican manufacturers in automobiles, household appliances and other consumer
goods are imported through Nuevo Laredo and through the seaports served by KCS8’ rail lines. United States
slab steel products are used primarily in the manufacture of drill pipe for the oil indastry.

Agricultural and Mineral. Agricultural products consist of gram food and related products. Shipper
demand for agricultural products is affected by competition among sources of grain and grain- products, ‘as
well as price fluctuations in international markets for key commeodities. In the United States, KCS' rail lines
receive and originate shipments of grain and grain products for delivery to feed mills serving the poultry
industry. KCS currently serves feed mills along its rail lines throughout Arkansas, Oklahoma, Texas, Louisiana,
Mississippi and Alabama. Through its marketing agreements, KCS has access to sources of corn and other
grain in fowa and other Midwest states. United States export grain shipments and Mexico,_ import grain
shipments include primarily corn, wheat, and soybeans transported to Mexico via Laredo and to the Gulf of
Mexico for overseas destinations., Over the long term, export grain shipments to Mexico are expected to
increase as a result of Mexico’s reliance on grain imports, Food and related products consist mainly of
soybean meal, grain meal, oils and canned goods, sugar and beer. Mineral shipments consist of a variety of
products including ores, clay, stone and cement.
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Intermodal and Automotive.- - The intérmodal. freight business consiSts‘ p‘fimarily of hauling freight
containers or truck trailers from motor eamers and ocean liners, with rail carriers serving as long-distance
haulers. The automotive busmess consrsts primarily of moving parts to assembly plants and ﬁmshed vehicles
1o dlstnbutron centers for market consumption in North and South America.’ ' -

“Coal.  KCS hauls unit trains of coal for ten eleetnc generating plants in the central United States from
the Powder River Basin in Wyommg Coal mined in the Midwest United States is transported in non- umt
trains to industrial consumers such- as paper mrlls and cement companres : .

GOVERNMENT REGULATION‘ E

The Company’s United States operauons are subject to federal state and local laws and regulatlons
generally applicable to alt businesses. Rail operations are subject to thie regulatory jurisdiction of the Surface
Transportation Board (*STB”) of the U.S. Department of Transportation (“DOT”), the Federal Railroad
Administration of the DOT, the Occupational Safety and Health Administration (“OSHA™), as well as other'
“federal and State regulatory agencies. The STB has _|Ul'lSd1Cl10n over dlsputes and complaints, involving certain
rates, routes and services, the sale or abandonment of rail lines, apphcatrons for line extensions and’
construction, and consolidation or ‘merger with, or acquisition of control of, rail common carriers. DOT and
OSHA each has Junsdlctlon under several federal statutes over a number of’ safety and health aspects of rail .
operations, mcludmg the transportation of hazardous materials.. State agencres ‘regulate some aspects of rail -
operations with respect to health and safety in’ areas not otherwrse regulated by federal law."

KCS’ subsidiaries, as well as its compctrtors are subject t extensive federal, state and local environmen-
tal regulations. These laws cover drscharges to water, air emissions, toxic substances, and the generation,
handling, storage, transportauon and dlsposal of waste and hazardous materials. These regulations have the
effect of increasing the costs, risks and liabilities associated with rail operations. Environmental risks are also
1n_herent in rail operatlons whrch frequently mvolve transportmg chemwals and other hazardous materials.

Primary regulatory Junsdmtron for the Company s Mexican operations is overseen by the Secretary of
Communications and 'I‘ransportauon (“SCT")- The SCT establishes regulations concerning railway safety and
operations, and it is respon51ble for resolving d1sputes between railways and between railways and customers.
In addition, KCSM must register its maxrmum rates with the SCT and make regular reports to the SCT on
investment and traffic volumes - -

The Mexican operatrons ‘are subject to Memcan federal and state laws and regulations relatmg to the
protectron -of the environment through the establishment of standards for. water discharge, water supply, -
emissions, noise pollution, hazardous substances and transportation and handling of hazardous and solid waste.
The Mexican government may bnng administrative -and criminal proceedings and impose economic sanctions
against companies that violate: -environmental laws, and temporarrly or even permanently- close non-complying
facilities. : :

Noncompliance wrth apphcable legal provisions :may result in the 1mpos1t|on of ﬁnes temporary or
permanent shutdown of operations or other injunctive relief, criminal prosecution or the termination of the
‘Concession. KCS believes that all facilities that it operates aré in substantial compliance with apphcable
environmental laws, regulauons and agency agreements. There are currently no material legal or administrative
proceedings pending against the Company with respect to any environmental matters and management does
not believe that continued compllance with environmental laws will have any material adverse effect on the
Company’s financial condmon or results of operations. KCS cannot predict the effect, if any, that the adoptlon
of additional or more strmgent environmental laws and regulatrons would have on the Company’s results of

peratrons cash ﬂows or ﬁnancra] condmon

T 3

COMPETITION

* The Company competes agamst other railroads, many of which are much larger and have srgmﬁcantly
greater financial and other resources. Since 1994, there has been significant consolidation among major ™ ¢
North American rail carriers. As a result, the railroad industry is now dommated by a few very large carriers.

3




The larger western railroads (BNSF Railway Company and Union Pacific Railroad Company), in particular,
are significant competitors to KCS because of their substantial resources. The ongoing impact of these mergers
is uncertain. KCS believes that its investments and strategic all1ances continue to position the Company to
attract additional rail traffic throughout its rail network.

In November 2003, Ferrocarril Mexicano, S.A. de C.V. (“Ferromex™) acquired contral of and merged with
Ferrocarril del Sureste, S.A. de C.V. (“Ferrosur™), creating Mexico’s largest railway. The merger between
Ferromex and Ferrosur has been declared illegal by the Mexican Antitrust Commission. Both Ferromex and
Ferrosur have challenged this ruling. These merged operations are much larger than KCSM, and they serve
most of the major ports and cities in Mexico and own fifty percent of FTVM, which serves ail of the
industries located within Mexico City.

The Company is subject to competition from motor carriers, barge lines and other maritime shipping,
which compete across certain routes in operating areas. Truck carriers have eroded the railroad indusiry’s share
of total transportation revenues. Intermodal traffic and certain other traffic face highly price sensitive
competition, particularly from motor carriers. However, rail carriers, including KCS, have placed an emphasis
on competing in the intermodal marketplace and working with motor carriers and each other to provide
end-to-end transportation of products.

While deregulation of freight rates has enhanced the ability of railroads to compete with each other and
with alternative modes of transportation, this increased competition has resulted in downward pressure on
freight rates. Competition with other railroads and other modes of transportation is generally based on the
rates charged, the quality and reliability of the service provided and the quality of the carrier’s equipment for
certain commodities. :

EMPLOYEES AND LABOR RELATIONS

Labor relations in the U.S. railroad industry are subject to extensive governmental regulation under the
Railway Labor Act (“RLA”). Under the RL.A, national labor agreements are renegotiated on an industry-wide
scale when they become open for modification, but their terms remain in effect until new agreements are
reached. Typically, neither management nor labor employees are permitted to take economic action until
extended procedures are exhausted. Previously, these negotiations have not resulted in any extended work
interruptions. Under the negotiating process which began on November 1, 1999, all unions reached new labor
agreements with KCSR in 2005. Various collective bargaining agreements cover 81% of KCSR’s employees.

KCSM’s labor agreement covering approximately 75% of its employees was renewed in 2005 and is
effective for a two-year term ending in July 2007. The compensation terms of the labor agreement are subject
1o renegotiation on an annual basis and all other terms are renegotiated every two years. These negotiations
have not resulted in any strikes, boycotts or other significant disruptions of KCSM'’s operations.

The response to Item 101 of Regulation S-K under Part 11 Item 7 of this Form 10-K, and the responses
under Note 1 and Note 11 to the Consolidated Financial Statements in Item 8 of this Form 10-K are
incorporated by reference in partial response to this Item 1. Refer to Item 2, “Properties”, for further
discussion of the Company’s business. .

AVAILABLE INFORMATION

KCS’ website (www.kcsouthern.com) provides at no cost the Annual Reports on Form 10-K, Quarterly
Reports on Form 10-Q and Current Reports on Form 8-K, and amendments to those reports, as soon as
reasonably practicable after electronic filing of these reports with the Securities and Exchange Commission. In
addition, corporate governance guidelines, ethics and legal compliance policy, and the charters of the Audit
Committee, the Finance Committee, the Nominating and Corporate Governance Committee and the Compen-
sation and Organization Committee of the Board of Directors are available on the website. These guidelines,
policies and charters are available in print without charge to any stockholder requesting them. Written requests
may be made to the Corporate Secretary, P.O. Box 219335, Kansas City, Missouri 64121-9335 (or if by
express delivery to 427 West 12th Street, Kansas City, Missouri 64105).
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Item 1A. " Risk Factors L !

. ' L ¥
. .. -t - . . ¢
- e

Rlsks Related to an Investment 1n KCS’ Common Stock ' ‘
The price of KCS’ common stock may fluctuate srgmf cantly, whrch may make rt drff Tcult for rnvestors to

resell common stock when they want to or at prices they find attractive.

The price of KCS’ common stock on the New “York Stock Exchange (“NYSE™) constantly changes The S
Company expects that the market prlce of its common stock will contmue to fluctuate. -

The Company s stock pnce can fluctuate as a result of a varlety of factors many of whrch are beyond
KCS’ omrok These factors include, but are not lrmlted to

. quarter]y variations in operalrng results;

e operating résults Ihat vary from lhe expectauons of management secunues analysts ratings agencres
and investors; - - : e C

. changes in expectduons as to future ﬁndncml performance mcludmg financial estimates by secuntles
analysts, ratings agencies and mvestors,

e Ve

. developmems generally affecting the rdrlroad mdustry, ,

-

* announcements by KCS or its competltors of significant ¢ contracts acqumtrons joint marketmg
relanonshrps joint ventures or capital commitments; T

* the assemon or reso]unon of srgmﬁcant claims or proceedings agamst KCS
. KCS dividend policy and restrictions on the payment of d1vrdends

« future sales of KCS’ equrly or equuy llnked securrues

« the issuance ‘of common stock in payment of dlvrdends on preferred slock or upon conversron of
preferred stock; and . _ : o Lo

.+ general domestlc and 1memat|onal €CONONIc condmons N

In addition,. from time to time the stock market in general “has expenenced extreme volatility that has
often been unrelated to the operating performance of a particular company. These broad market fluctuations
may adversely affect the market pnce of KCS’ common stock. ’
KCS’ ability to pay dividends on its common stock is currently restricted, and KCS does not anttcrpate
paying cash dividends on its common stock in the foreseeable future

KCS has agreed, and may agree in the future, to restrictions on its abllrty 10 pay dwldends on its common
stock. 1n addition, to maintain its.credit ratings, the Company may be limited in its ability to pay dividends on
its common stock so that it can maintain an appropriate level of debt. During the first quarter of 2000, the
board of directors suspended common stock dividends. KCS does not. dnucrpate makmg any cash’ dividend -
payments to its common stockholders for the foreseeable future. ‘ S

Holders of the Series C Preferred Stock and Series D Preferred Srock may have specral voting nghts if
KCS farls to pay dwrdends on that preferred .rtock over a stated number of quarters

Because of certain restrictions in the mdentureﬁ governing notes issued by KCSR, KCS dld not pay
dividends on its Series C. Preferred Stock or Series D Preferred Stock commencing on May 15, 2006, for the .
first quarter of 2006 until those drvrdend arrearages were made up in February-2007. If dividends on the,
Series C Preferred Stock or Series D Preferred. Stock are in arrears for six consecutive quarters (or an
equivalent number of days in the aggregate, whether or not consecuuve) holders of the Series C Preferred
Stock or Series D Preferred Stock, as applicable, will be’ entitled to elect.two of-the authorized number of
directors at the next annual stockholdérs’- meeting at which directors are elected and at each- subsequent
- stockholders’ meeting until such time as all accumulated dividends are paid on the Series C Preferred Stock or

5




Series D Preferred Stock, as applicable, or set aside for payment. In addition, KCS will not be eligible to
register fuwre offerings of securities on Form $-3 or to avail itself of the other benefits available to companies
that qualify as “well-known seasoned issuers” under SEC rules if KCS fails to pay dividends on its preferred
stock. This could adversely affect KCS’ ability to access capital markets, and increase the cost of accessing
capital markets, until the Company qualifies as a “well-known seasoned issuer.” .

Sales of substantial amounts of KCS’ commaon stock in the public market could adversely affect the pre-
vailing market price of the common stock.

As of December 31, 2006, there were 10,607,068 shares of common stock issued or reserved for issuance
under the 1991 Amended and Restated Stock Option and Performance Award Plan and the Employee Stock -
Purchase Plan, 2,061,234 shares of common stock held by executive officers and directors outside those plans,
and 20,389,113 shares of common stock reserved for issuance upon conversion of the outstanding shares of
convertible preferred stock. Sales of common stock by employees upon exercise of their options, sales by
executive officers and directors subject to compliance with Rule 144 under the Securities Act, and sales of
common ‘stock that may be issued upoh conversion of the outstanding preferred stock, or the perception that
such sales could occur, may adversely affect the market price of KCS’ common stock.

KCS has provisions in its charter, bylaws and Rights Agreement that could deter, delay or prevent a third
party from acquiring KCS and that could deprive an investor of an opportunity fo obtain a takeover pre-
mium for shares of KCS’ common stack.

KCS has provisions in its charter and bylaws that may delay or prevent unsolicited takeover bids from
third parties. These provisions may deprive KCS’ stockholders of an opportunity to sell their shares at a
premium over prevailing market prices. For example, the restated certificate of incorporation provides for a
classified board of directors. It further provides that the vote of 70% of the shares entitled to vote in the
election of directors is required to amend the restated cértificate of incorporation to increase the number of -
directors to more than eighteen, abolish cumulative voting for directors and abolish the classification of the
board. The same vote requirement is imposed by the restated certificate of incorporation on certain transactions
involving mergers, consolidations, sales or leases of assets with or to certain owners of more than 5% of KCS’
ouistanding stock entitled to vote in the election of directors. The bylaws provide that a stockholder must give
the Company advance written notice of its intent to nominate a director or raise a2 matter at an annual meeting.
In addition, the Company has adopted a Rights Agreement which under certain circumstances would
significantly impair the ability of third parties to acquire control of KCS without prior approval of the board
of directors.

Risks Related to KCS’ Business
KCS competes against other railroads and other transportation providers.

The Company’s. domestic and international operations are subject to competition from other railroads, in
particular the Union Pacific Railroad Company (“UP”) and BNSF Railway Company (“BNSF”) in the
United States and Ferromex in Mexico. Many of KCS’ rail competitors are much larger and have significantly
greater financial and other resources than KCS. In addition, the Company is subject to competition from truck
carriers and from barge lines and other maritime shipping. Increased competition could result in downward
pressure on freight rates. Competition with other railroads and other modes of transportation is generally based
on the rates charged, the quality and reliability of the service provided and the quality of the carrier’s
equipment for certain commaodities. While KCS must build or acquire and maintain its infrastructure, truck
carriers, maritime shippers and barges are able to use public rights-of-way. The trucking industry has in the
past provided effective rate and service compelition to the railroad industry. Trucking requires substantially
smaller capital investment and maintenance expenditures than railroads and aliows for more frequent and
flexible scheduling. Continuing competitive pressures, any reduction in margins due to competitive pressures,
future improvements that increase the quality of alternative modes of transportation in the locations in which
the Company operates, or legislation or regulations that provide motor carriers with additional advantages,
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such as increased size of vehicles and reduced welght restrictions, could have a matenal adverse effect on
results of operations, financial condition and liquidity. -

: -
A malenal part of KCS’ growlh stralegy is based upon lhc conversion of truck traffic o rall There can

be no assurance the Company will have the ability to convert traffic from truck to rail transport or that the
customers already converted will be retained. If the railroad industry in general, and the Mexican operations in
particular, are unable to preserve their competitive advantages vis-i-vis the trucking industry, projected revenue
growth from the Mexican operations could be adversely affected. Additionally, the revenue growth artributable
to the Mexican operations could be affected by, among other factors, KCS’ inability to grow its existing
customer base, negative macroeconomic developments impacting the United States or Mexican economies, and
failure to capture additional cargo transport market share from the shipping industry and other railroads.

NAFTA called for Mexican trucks to have unrestricted access to highways in United States border states
by 1995 and full access to all United States highways by January 2000. However, the United States did not
follow that timetable becauise of concerns over Mexico’s trucking saféty staridards. In February 2001, a
NAFTA tribunal ruled in an arbitration between the United States and Mexico that the United States must
allow Mexican trucks to cross the border and operate on United States highways. On March 14, 2002; as part
of its agreement under NAFTA, the U.S. Department of Transportation issued safety rules that allow Mexican
truckers to apply for operating authority to transport goods beyond the 20-mile commercial zones along the
United States-Mexico border. These safety rules require Mexican motor. carriers seeking to operate in the
United States to, among other things, pass safety inspections, obtain valid insurance with a United Siates
registered insurance company, conduct alcohol and drug testing for drivers and obtain a U.S. Department of
Transportation identification number. Under the rules issued by the U.S. Department of Transportation, it was
expected that the border would have been opened to Mexican motor carriers in 2002. However, in January
2003, in response to a lawsuit filed in May 2002 by a coalition of environmental, consumer and labor groups,
“the U.S. Court of Appeals for the Ninth Circuit issued a ruling which held that the rules issued by the

U.S. Department of Transpormuon violated federal environmental laws because the’ Depanmem of Transporta-
tion faited to adequately review the impact on United States air qualny of rules allowing Mexican carriers to
transport beyond the 20- mile commercial zones along the United States-Mexico border. The Court of Appeals
ruling required the Department of Transportation to provide an Environmental Impact Statement on the
Mexican truck plan and to certify compliance with the United States Clean Air Act. The Department of
Transportation requested the United States Supreme Court to review the Court of Appeals ruling and, on
December 15, 2003, the Supreme Court granted-the Department of Transportation’s request. On June 7, 2004,
the Supreme Court unanimously overturned the Court of Appeals ruling. Although the Depanment of
Transportation is no longer required to provide an Environmental Impact Statement under the Supreme Court’s
ruling, the United States and Mexico must still complete negotiations on safety inspections before the border
is opened. KCS cannot predict when these negotiations will be completed. There can be no assurance that
truck transport between Mexico and the United States will not increase substantially in the future if the .
United States and Mexico complete the negotiations and the border is opened. Any such increase in truck
trafﬁc could affect KCS’ ability to contiriue converting traffic to rail from truck transport because it may resuit
' in'an expansion in the availability, or an improvement in the quality, of the trucking services offered by
Mexican carriers. '

Through KCSM's Concession from the Mexican government, the Company has the right to control and
operate the southern half of the rail-bridge at Laredo, Texas. Under the Concession; KCSM must grant to
Ferromex the right to operate over a north-south portion of KCSM's rail lines between Ramos Arizpe near
Monterrey and the city of Queretaro that constitutes over 600 kilometers (360 miles) of KCSM'’s main track.
Using these trackage rights, Ferromex may be able to compete with KCSM over KCSM’s rail lines for traffic
between Mexico City and the United States. The Concession also requn‘es KCSM to grant rights to use certain
portions of its tracks to Ferrosur and the *belt railroad” operated in the greater Mexico City area by FI'VM,
thereby providing Ferrosur with more efficient access to certain Mexico City industries. As a result of having
to grant trackage rights to other railroads, KCSM loses the capacuy of using a portion of its tracks at all
times.




Ferromex, the operator of the largest railway system in Mexico, is in close proximity to KCSM'’s rail
lines. In particular, KCSM has experienced and continues to experience competition from Ferromex with
respect to the transport of a variety of products. The rail lines operated by Ferromex run from Guadalajara and
Mexico City to four United States border crossings west of the Nuevo Laredo-Laredo crossing, providing an
alternative to KCSM’s routes for the transport of freight from those cities to the United States border. In
addition, Ferromex directly competes with KCSM in some areas of its service territory, including Tampico,
Saltillo, Monterrey and Mexico City. Ferrosur competes directly with KCSM for traffic to and from
southeastern Mexico. Ferrosur, like KCSM, also services Mexico City and Puebla.

In November 2005, Grupo México, the controlling shareholder of Ferromex, acquired all of the shares of
Ferrosur. The common control of Ferromex and Ferrosur would give Grupo México control over a nationwide
railway system in Mexice and ownership of 50% of the shares of FTVM. The merger between Ferromex and
Ferrosur has been declared illegal by the Mexican Antitrust Commission. Both Ferromex and Ferrosur have
challenged this ruling. There can be no assurance as to whether Grupo México will be successful in
challenging this ruling. If Grupo México is successful in its appeal, KCSM'’s competitive position may be
harmed.

‘On August 3, 2006, the Mexican Antitrust Commission announced an investigation into possible antitrust.
practices in the provision of rail cargo services. The targets of that investigation have not been identified, and
while KCSM may be required to provide information in connection with the investigation, the Company does
not believe KCSM’s operations are the subject of the inquiry, although there can be no assurance KCSM is not
or would not become a subject of the inquiry.

Rate reducticns by competitors could make KCS’ freight services less competitive, and KCS cannot
assure that it would always be able to match these rate reductions. In recent years, KCS has experienced
aggressive price competition from Ferromex in freight rates for agricultural products, which has adversely
affected results of operations. KCS’ ability to respond to competitive pressures by decreasing rates without
adversely affecting gross margins and operating results will depend on, among other things, the ability to
reduce operating costs. KCS’ failure to respond to competitive pressures, and particularly rate competition, in
a timely manner could have a material adverse effect on the Company’s financial condition.

In recent years, there has also been significant consolidation among major North American rail carriers.
The resulting merged railroads could attempt to use their size and pricing power to block other railroads’
access to efficient gateways and routing options that are currently and have been historically available. There
can be no assurance that further consolidation in the railroad industry, whether in the United States or Mexico,
will not have an adverse effect on operations.

KCS’ business strategy, operations and growth rely significantly on agreements with other railroads and
third parties.

Operation of KCS’ integrated rail network and its plans for growth and expansion rely significantly on
agreements with other railroads and third parties, including joint ventures and other strategic alliances. KCS’
operations are dependent on interchange, trackage rights, haulage rights and marketing agreements with other
railroads and third parties that enable KCS to exchange traffic and utilize trackage the Company does not own.
KCS’ ability to provide comprehensive rail service to its customers depends in large part upon its ability to
maintain these agreements with other railroads and third parties. The termination of, or the failure to renew,
these agreements could adversely affect KCS’ business, financial condition and resulis of operations. KCS is
also dependent in part upon the financial health and efficient performance of other railroads. For example,
traffic moves over the UP’s lines via trackage rights, a significant portion of KCSR’s grain shipments originate
with another rail carrier pursuant to marketing agreements with that carrier, and BNSF is KCS’ largest partner
in the interchange of rail traffic. There can be no assurance that KCS will not be materially adversely affected
by operational or financial difficulties of other railroads.

Pursuant to the Concession, KCSM is required to grant rights to use portions of its tracks to Ferromex,
Ferrosur and FT'VM. Applicable law stipulates that Ferromex, Ferrosur and FTVM are required to grant to
KCSM rights to use portions of their tracks. KCSM's Concession classifies trackage rights as short trackage
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rights and long-distance trackage rights.- AlthOugh all of theqe trackage rights have been granted under the
Concessron no railroad has actually operated under the long- -distance 'irackage rights because the means of '
setting rates for usage and often related terms of usage have not been agreed upon. Under the Mexican ;-

~ railroad- services law and regulations, the rates KCSM may charge for the right to use ‘its tracks must be agreed

upon in writing between KCSM and the party to which those rights are granted. However, if KCSM cannot ,
reach an agreement on rates with rail carriers entitled to trackage rights on KCSM’s rail lines, the SCT is
entitled to set the rates in accordance with Mexican law and regulation, which rates may not adequately -
compensate KCSM. KCSM and Ferromex have not been able to agree upon the rates each of them is required
to pay the other for interline services and haulage and trackage rights. KCSM .and Ferromex are involved in
civil, commercial and administrative proceedings in connection with amounts payable to each other for
interline services, haulage and trackage rights. :On March 13, 2002, the'SCT issued a ruling setting the rates
for trackage and haulage rights. On August 5, 2002, the SCT issued a ruling setting the rates for interline and
terminal services: KCSM and Ferromex 'appealed both rulings to the Mexican Supreme Court.-KCSM and -
Ferromex also requested and obtained a suspension of the effectiveness of the SCT rulings pending resolution
of the litigation. In February 2006, the- ‘Mexican Supreme Court sustained KCSM’s appeal of the SCT's -
trackage and- haulage rights ruling, vacatéd the SCT ruling and ordered the SCT to issue a:new ruling
consistent with the Cotirt’s opinion.. The Company has not yet received the-written opinion of the Mexican ~
Supreme Court on the February 2006 ruling, nor has the Court decided the interline and terminal services
appeal: On October 2, 2006, KCSM was served with a claim by Ferromex asking for information concerning
the interline traffic between KCSM and Ferromex from Janvary' 1, 2002 to December 31, 2004. KCSM has
filed an answer to this claim. KCS cannot predict the ultimate outcome of these ‘matters, or whether the rates
KCSM is ultlmately permitted to charge w1ll be sufficient to adequately compensate it for the use of its tracks
by Ferromex oy

. . oy . L.
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The Company is htghly leveraged and has- s:gmﬁcant debt servwe obhgatwns KCS : Ieverage coula‘
adversely affect its abu'uy te fulfill obhgattons under mnous debt instruments and operate its busmess
KCS’ leve! of debt cou]d make it more difficult for 11 to borrow money in the future ay reduce the
amount of money available to finance operatlons and other business activities, exposes ‘the Company to the-
risk of increased interest rates, makes it more vulnerable 1o general economic downtums and adverse 1ndustry, :
“conditions, and could reduce’ ﬂexrblhty in planning for, or responding to, ehangmg business and economic
conditions. KCS’ failure to comp]y with the financial' and- othér restrictive covenants_in its debt instruments,
which, among other things, require KCS to maintain specified financial ratios and lumt the ablhty to incur
debt and sell assets,. could result in an-event of default that, if not cured or wawed could have a material
adverse effect on business or prospects 1f the Company does not have enough cash to service its debt, meet
other obligations and fund other liquidity needs KCS may be required to take actions such as reducmg or -
delaymg capital expenditures, sellmg assets, restructuring:or reﬁnancmg all or part of the existing debt, or
seeking additional equity capital. KCS cannot assure that any of these’ remedies, including obtaining
appropriate waivers from its lenders, can be effected on commercrally reasonable terms or at all. In addition,

‘the terms of exrstmg or future debt agreements may restrict the Company from adopting any of these

"altematwes : P

. The mdebtedness of KCSM exposes it to risks of exchange rate fluctuations, because any devaluation of
the peso would cause-the cost of KCSM's dollai-denominated debt to increase, and could place the Company
at a competitive disadvantage in Mexico compared to Mexrcan competitors that have Jess debt and greater
operattng and financmg flex1b1hty than KCSM does. :

E_‘

KCS ’ busmess is caprtal mtenswe.
.. The Company s busmess is caprtal mtenswe and requires substanual ongoing expendltures for, among
other things, .additions and improvements to ‘roadway, structures and technology; acquisitions, and maintenance

- and repair of equipment.and rail system. KCS’ failure to’ make necessary capital expendltures to maintain its

operattons eould 1mparr its: ab:hty to serve existing customers or accommodate increases in traffic volumes. .
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KCS has funded, and expects to continue to fund, capital expenditures with funds from operating cash
flows, leases and, to a lesser extent, vendor financing. KCS may not be able to generate sufficient cash flows
from its operations or obtain sufficient funds from external sources to fund capital expenditure requirements. If
financing is available, it may not be obtainable on acceptable terms and within the limitations contained in the
indentures and other agreements relating to KCS' debt. . ”

KCSM'’s Concession from the Mexican government requires KCSM to make investments and undertake
capital projects. If KCSM is unable to make such capital investments, KCSM'’s business plan commitments
with the Mexican government may be at risk, requiring KCSM to seek waivers of its business plan. There is
no assurance that such waivers, if requested, would be granted by the SCT. KCSM may defer capital
expenditures under its business plan with the permission of the SCT. However, the SCT might not grant this
permission, and any failure by KCSM to comply with the capital investment commitments in its business plan
could result in sanctions imposed by the SCT, The Company cannot assure that the Mexican government
would grant any such permission or waiver. If such permission or waiver is not obtained in any instance and
KCSM is sanctioned, its Concession might be at risk of revocation, which would-adversely affect KCS’
financial condition and results of operauons See “KCSM’s Mexican Concession is subject to revocanon or
termination in certain circumstances” below,

KCS? business may be adversely affected by changes in general economic, weather or other conditions.

KCS’ operations may be adversely affected by changes in the economic conditions of the industries and
geographic areas that produce and consume the freight that KCS transports. The relative strength or weakness
of the United States and Mexican economies affect the businesses served by KCS. PCRC and Panarail are
directly affected by the Panamanian local economy and trans-Pacific trade flows. KCS® investments in Mexico
and Panama expose the Company to risks associated with operating in Mexico and Panama, including, among
others, cultural differences, varying labor and operating practices, political risk and differences between the
United States, Mexican and Panamanian economies. Historically, a stronger economy has resulted in improved
results for KCS’ rail transportation operations, Conversely, when the economy has slowed, results have been
less favorable. KCS’ revenues may be affected by prevéiling economic conditions and, if an economic
slowdown or recession occurs in key markets, the volume of rail shipments is likely to be reduced.

The Company’s operations may also be affected by natural disasters or adverse weather conditions. The
Company operates in and along the Gulf Coast of the United States, and its facilities may be adversely
affccted by hurricanes and other extreme weather conditions. For example, hurricanes have adversely affected
some of the Company’s shippers located along the Gulf Coast and caused interruptions in the flow of traffic
within the southern United States and between the United States and Mexico. As another example, a weak
harvest in the Midwest may substantially reduce the volume of business handled for agricultural products
customers, Many of the goods and commodities transported experience cyclical demand. KCS’ results of
operations can be expected to reflect this cyclical demand because of the significant fixed costs inherent in
railroad operations. Significant reductions in the volume of rail shipments due to economic, weather or other
conditions could have a material adverse effect on KCS’ business, financial condition, results of operat:ons
and cash flows.

The transportation industry is highly cyclical, generally tracking the cycles of the world economy.
Although transportation markets are affected by general economic conditions, there are numerous specific
factors within each particular market segment that may influence operating results. Some of KCS’ customers
do business in industries that are highly cyclical, including the oil and gas, automotive, housing and
agricultural industries. Any downturn in these industries could have a material adverse effect on operating
results. Also, some of the products transported have had a historical pattern of price cyclicality which has
typically been influenced by the general economic environment and by industry capacity and demand. For
example, global steel and petrochemical prices have decreased in the past. KCS cannot assure that prices and
demand for these products will not decline in the future, adversely affecting those industries and, in turn, the
Company’s financiai condition or results. .
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KCS’ business is subject to regulation by international, federal, state and local regulatory agencies. KCS’
failure to comply with these regulations could have a material adverse effect on its operations. ‘

KCS is subject to governmental regulation by international, federal, state and local regulatory agencies
with respect to its railroad operations, as well as a variety of health, safety, labor, environmental, and other
matters. Government regulation of the railroad industry is a significant determinant of the competitiveness and
profitability of railroads. KCS’ failure to comply with applicable laws and regulations could have a matetial
adverse effect on operations, including limitations on operating activities until compliance with applicable
requirements is achieved. These government agencies may change the legislative or regulatory framework
within which the Company operates without providing any recourse for any adverse effects on its business that
occur as a result of such change. Additionally, some of the regulations require KCS to obtain and maintain
various licenses, permits and other authorizations, and KCS cannot assure that it will continue to be able to do
50.

The Company’s business is subject to environmental, health and safety laws and regulations that could
require KCS to incur material costs or liabilities relating to environmental, health or safety compliance or
remediation.

KCS’ operations are subject to extensive international, federal, state and local environmental, health and
safety laws and regulations concerning, among other things, emissions to the air, discharges to waters, the
handling, storage, transportation and disposal of waste and other materials, the cleanup of hazardous material
or petroleum releases, decommissioning of underground storage tanks and noise pollution. Violations of these
laws and regulations can result in substantial penalties, permit revocations, facility shutdowns and other civil
and criminal sanctions. From time to time, certain of KCS’ facilities have not been in compliance with
environmental, health and safety laws and regulations and there can be no assurances that KCS will always be
in compliance with such laws and regulations in the future.-The Company incurs, and expects to continue to
incur, environmental compliance costs, including. in particular, costs necessary to maintain compliance with
requirements governing chemical and hazardous material shipping operations, refueling operations and repair
facilities. New laws and regulations, stricter enforcement of existing requirements, new spills, releases of
violations or the discovery of previously unknown contamination could require KCS to incur costs or become
the basis for new or increased liabilities that could have a material adverse effect on KCS’ business, results of
operations, financial condition and cash flows. '

In the operation of a railroad, it is possible that derailments, explosions or other accidents may occur that
could cause harm to the environment or to human life or health..As a result, KCS may incur costs in the
future, which may be material, to address any such harm, including costs relating to the performance of
clean-ups, natural resources damages and compensatory or punitive damages refating to harm to property or
individuals. ' ‘ ‘

The U.S. Comprehensive Environmental Response, Compensation and Liability Act (“CERCLA” or
“Superfund”) and similar state laws (known as “Superfund laws”) impose liability for the cost of remedial or
removal actions, natural resources damages and related costs at certain sites identified as posing a threat to the
environment or public health. CERCLA imposes joint, strict and several liability on the owners and operalors
of facilities in which hazardous waste and other hazardous substances are deposited or from which they are
released or are likely to be released into the environment. Liability may be imposed, without regard to fault or
the legality of the activity, on certain classes of persons, including the current and certain prior owners or
operators of a site where hazardous substances have been released and persons that arranged for the disposal
or treatment of hazardous substances. In addition, other potentially responsible parties, adjacent landowners or
other third parties may initiate cost recovery actions or toxic tort litigation against sites subject to CERCLA or
similar state laws. Given the nature of its business, KCS presently has environmental investigation and '
remediation obligations at certain sites, including a former foundry site in Alexandria, Louisiana, and will
likely incur such obligations at additional sites in the future. Liabilities accrued for environmental costs
represent the Company’s best estimate of the probable future obligation for the remediation and setilement of
these sites. Although the recorded liability includes the best estimate of all probable costs, clean-up costs can
not be predicted with any certainty due to various factors such as evolving environmental laws and regulations,
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changes in technology, the extent of other parties’ participation, developments in environmental surveys znd
studies, and the extent of corrective action that may ultimately be required. «

The Mexican operations are subject to Mexican federal and state laws and regulations relating to the
protection of the environment, The primary environmental law in Mexico is the General Law of Ecological
Balance and Environmental Protection (the “Ecological Law”). The Mexican federal agency in charge of
overseeing compliance with-and enforcement of the federal environmental law is the Ministry of Environmen-
tal Protection and Natural Resources (“Semarnat”). The regulations issued under the Ecological Law and
technical environmental requirements issued by Semarnat have promulgated standards for, among other things,
water discharge, water supply, emissions, noise pollution, hazardous substances and transportation and
handling of hazardous and solid waste. As part of its enforcement powers, Semarnat is empowered to bring
administrative and criminal proceedings and impose economic sanctions against companies that violate
environmental laws, and temporarily or even permanently close non-complying facilities. KCSM is also
subject to the laws of various jurisdictions and international conferences with respect to the discharge of
materials into the environment and to environmental laws and regulations issued by the governments of each
of the Mexican states in which KCSM’s facilities are located. The terms of KCSM’s Concession from the
Mexican government also impose environmental compliance obligations on KCSM:. The Company cannot
predict the effect, if any, that the adoption of additional or more stringent environmental taws and regulations
would have on KCSM's results of operations, cash flows or financial condition.

v i
'

KCS§’ busmess is vulnerable to rising fuel costs and disruptions in fuel supplies. Any significant increase
in the cost of fuel or severe disruption of fuel supplies, would have a material adverse effect on KCS’
business, results of operations.and financial condition.

~ KCS incurs substantial fuel costs in its railroad operations and these costs represent a significant portion
of its transportation expenses. Significant price increases for fuel may have a material adverse effect on
operating results. Fuel expense increased from 16% of consolidated operating costs during 2005 to 19% of
consolidated operating costs during 2006. KCS has been able to pass the majority of these fuel cost increases
on to customers in the form of fuel surcharges applied to customer billings. If KCS is unable to continue the
existing fuel surcharge program for KCSR and expand the fuel surcharge program for KCSM operating results
could be materially adversely affected.

On January 26, 2007, the Surface Transportation Board (the “STB") issued a decision.finding that the
assessment by railroads of fuel surcharges that are based on a percentage of the base rate charged is an
unreasonable practice. Railroads have 90 days following January 26 to comply with the decision. KCS is in
the process of reviewing the manner by which it assesses fuel surcharges in order to timely comply with the
decision. KCS cannot predict with certainty the impact that any changes to its fuel surcharge program may
have on its business.

Fuel costs are affected by traffic levels, efficiency of operations and equipment, and petroleum market
conditions. The supply and cost of fuel are subject to market conditions and are influenced by numerous
factors beyond the Company’s control, including general economic conditions, -world markets, government
programs and regulations and competition. In addition, instability in the Middle East and interruptions in
domestic production and refining due to hurricane damage may result in an increase in fuel prices. Fuel prices
and supplies could also be affected by any limitation .in the fuel supply or by any imposition of mandatory
allocation or rationing regulations. In the event of a severe disruption of fuel supplies resuiting from supply
shortages, political unrest, a distuption of oil imports, weather events, war or otherwise, the resulting impact
on fuel prices could materlally adverse]y affect KCS’ operatmg results; financial c,ondmon and cash flows.

KCS currently meets, and expects to continue to meet, fuel requ1rements for its Mexwan operations
almost exclusively through purchases at market prices from Petroleos Mexicanos, the national oil company of
Mexico (“PEMEX"), a government-owned entity exclusively responsible for the distribution and sale of diesel
fuel in Mexico. KCSM is party to a fuel supply contract with PEMEX of indefinite duration. Either party may
terminate the contract upon 30 days written notice to the other at any time. If the fuel contract is terminated
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and KCSM is unable to acquire diesel fuel from alternate sources on acceptable terms, the Mexican operations
could be materially adversely affected.

The loss of key personnel could negatively affect business.
L] .

KCS’ success substantially depends on its ability to attract and retain key members of the senior
management team and the principals of its foreign subsidiaries. Recruiting, motivating and retaining qualified
management personnel, particularly those with expertise in the railroad industry, are vital to operations and
success. There is substantial competition for qualified management personnel and there can be no assurance
that KCS will always be able to attract or retain qualified personnel. Employment agreements with senior
management are terminable at any time by-either party. If KCS loses one or more of these key executives or
principals, its ability to successfully implement its business plans and the value of its common stock could be
materially adversely affecied. : -

A majority of KCS’ employees belong to labor unions. Strikes or work stoppages could adversely affect
operations.. T ' B " : .o
. R r .on .

The Company is a party to collective bargainihg agreements with various labor unions in the United States
and Mexico. As of December 31, 2006, approximately 81% of KCSR employees and approximately 75% of
KCSM employees were covered by collective labor contracts. The Company may be subject to, among other
things, strikes, work stoppages or work slowdowns as a result of disputes under these collective bargaining
agreements and labor contracs or KCS’ potential inability to negotiate acceptable contracts with these unions.
In the United States, because such agreements are generally negotiated on an i"ndustry-widc basis, determina-
tion of the terms and conditions of labor agreements have been and could continue to be beyond KCS’ control.
KCS may, therefore, be subject to terms and conditions in industry-wide labor agreements that could have a
material adverse affect on its results; of operations, financial position and cash flows. If the unionized workers
in the United States or Mexico were to engage in a strike, work stoppage or other slowdown, if other
employees were to become unidnized, or if the terms and:conditions in future labor agreements were
renegotiated, KCS could experience a significant disruption of its operations and higher ongoing labor costs.
Although the U.S. Railway Labor Act imposes restrictions on the right of United States railway workers o’
strike, there is no law in Mexico imposing similar restrictions on the right of railway workers in that country
to strike. '

KCS faces possible catastrophic loss and liability, and its insurance may not be sufficient to cover its
damages or damages to others.

The operation of any railroad carries with it an inherent risk of catastrophe, mechanical failure, collision
and property loss. In the course of KCS’ operations, spills or other environmental mishaps, cargo-loss or
damage, business interruption due to political developments, as well as labor disputes, strikes and adverse
weather conditions, could result in a loss of revenues or increased liabilities and costs. Collisions, environmen-
tal mishaps or other accidents can cause serious bodily injury, death and extensive property damage, ;
particularly when such accidents occur in heavily populated areas. Additionally, KCS’ operations may. be
affected from time to time by natural disasters such as earthquakes, volcanoes, floods, hurricanes or other
storms. The occurrence of a major natural disaster could have a material adverse effect on KCS’ operations
and financial condition. The Company maintains insurance that is consistent with industry practice against the
accident-refated risks involved in the conduct of its business and business interruption due to natural disaster.
However, this insurance is subject to a number of limitations on coverage, depending on the nature- of the risk
insured against. This insurance may not be sufficient to cover KCS’ damages or damages to others, and this
insurance may not continue to be available at commercially reasonable rates. Even with insurance, if any
catastrophic interruption of service occurs, KCS may not be able to restore service without a significant
interruption to operations and an adverse effect on KCS' financial condition.
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KCS’ business may be affected by future acts of terrorism or war. o ;

Terrorist attacks, such as an attack on the Company's chemical transportation activities, any govem’ment
response thereto and war or risk of war may adversely affect KCS’ results of operations, financial condition,
and cash flows. These acts may also impact the Company’s ablhty to raise capital or its future busmess
opportunities. KCS’ rail lines and facilities could be direct targéts or mdlrcct casualties of acts of terror which
could cause significant business mterrupuon and result in increased costs and liabilities and decreased
revenues. These acts could have a material adverse effect on KCS’ resuilts of operations, financial condition,
and cash flows. In addition, insurance. premiums charged for some or all'of the terrorism coverage currently
mamtamed by KCS could increase dramatically or certain coverage may not be available in the fuwre.

KCSM’s Mexican Concession is subject to'revocatian or termirgation in certain circumstances.

KCSM operates under a 50-year Concession granted by the Mexican government. The Concession gives
KCSM exclusive rights to provide freight transportation services over its rail lines for 30 years of the 50-year
Concession, subject to certain trackage rights. The SCT is principally responsible for regulating railroad
services in Mexico. The SCT has broad powers to monitor KCSM'’s compliance with the Concession and it -
can require KCSM to supply it with any technical, administrative and financial information it requests. KCSM
‘must comply with the investment commitments established in-its.business plan, which forms an integral part
of the Concession, and must update the plan every five years. The SCT treats KCSM'’s business plans
conﬁdentlally The SCT monitors KCSM'’s compliance with efﬁcwncy and safety standards established in the
Concession. The SCT reviews, and may amend, these standards every five years. E

The Mexican railroad services law and regulations provide the Mexican government certain rights in its
relationship with KCSM under the Concession, including the right to take over the management of KCSM and
its railroad in certain extraordmary cases, such as imminent danger to national security. In the past, the
Mexican government has used such power with respect to other privatized industries, including the
telecommunications industry, to ensure continued semce during labor disputes, In addition, under the
Concession and the Mexican rallroad services law.and regulatlons the SCT, in consultation with the
Mexican Antitrust Commission, reserves the right to set tariffs if it determines that effective competition does
not exist. The Mexican Antitrust Commission, however has not published guldelmes regarding the factors that
constitute a lack of competition. It is therefore unclear under what particular circumstances the Mexican
Antitrust Commission would deem a lack of competition to exist. If the SCT mterveneq and sets tanffs, the
rates it sets may be too low to allow KCSM to operate profitably.

The Concession is renewable for up to 50 years, SUb_]ECl to certain conditions. The SCT may terminate
the Concession if, among other things, there is an unjustified interruption in the operation of KCSM’s rail
lines, KCSM charges tariffs higher than the tariffs it has registered with the SCT, KCSM restricts the ability of
other Mexican rail operators to use its rail lines, KCSM fails 10 make payments for damages caused during the
performance of services, KCSM fails to comply with any term or condition of the Mexican railroad services -
law and regulations, KCSM fails to make the capital investments requ1red under its five-year business plan

“filed with the SCT, or KCSM fails to maintain an obligations compliance bond and insurance coverage as
specified in'the Mexican railroad services law and regulations. In addition, the Concession would revoke
automatically if KCSM changes its nationality or assigns or creates any lien on the Concession without the
SCT’s approval. The SCT may also terminate the Concession as a result of KCSM’s surrender of its rights
under the Concession, or for reasons of public interest, by revocation or upon KCSM'’s liquidation or
bankruptcy. Revocation or termination of the Concession would prevent KCSM from operating its railroad and
would materially adversely affect the Mexican operations and'the ability to make payments on KCSM'’s debt.
If the Concession is revoked by the SCT, KCSM would receive no revenue, and its interest in its rail lines and
all other fixtures covered by the Conccs:non as well as all lmprovemems made by it, would revert to the
Mexican govemment

In April 2006, the SC'I‘ mmatcd sanction procecdmgs agamst KCSM, claiming that KCSM had failed to
make the minimum capital .investments projected for 2004 and 2005 under its five-year business plan filed
with the SCT. Although the Company believes KCSM made capital expenditures exceeding the amounts
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projected in its business plan for 2004 and 2005, the SCT has objected to the nature of,the investments made
by KCSM. KCSM has responded to the SCT by providing evidence in support of its investments and
explaining why it believes sanctions are not appropriate. The SCT has not yet responded to. KCSM'’s
arguments. KCSM will have the right to challenge a negative ruling by the SCT before. the Administrative
Federal Court, and, if necessary, the right to challenge any negative ruling by the Administrative Federal Court
before a Federal Magistrate’s Tribunal. However, if these proceedings, are determined adversely to KCSM and
sanctions. are 'imposed, KCSM could be subject to fines, and could be subject to possible future revocation of
the Concession if the SCT imposes sanctions on three additional occasions over the remaining’term of the
Concession. :

Under the Concession, KCSM has the right to operate its rail lines, but it does-not own the land, roadway
or associated-structures. If the Mexican government legally terminates the Concession, it would own, control
‘and manage such public domain assets used in the operation of KCSM’s rail lines. The Mexican government .
may also temporarily sciie control of KCSM’s rail lines and its assets in the event of a natural disaster, war,
significant-public disturbances or imminent danger to the domestic peace or economy. In such a case, the SCT

may restrict KCSM's ability to exploit the Concession in-such manner as the'SCT deems necessary under the ..

circumstances, but only for the duration of "any of the foregoing events.

- Mexican law r:cquires that the Mexican government pay compensation if it effects a statutory appropria- '
‘tion for reasons of the public interest. With respect to a temporary s¢izure due to any cause other than

* international war, the Mexican railroad services law and regulations provide that the Mexican government will
indemnify an affected Concessionaire for an amount equal to damages caused and losses suffered. However,

‘these payments may not be sufficient to compensate KCSM for it,s"ilosses and may not be timely made.

The Company’s ownership of KCSM and operations in {W_exiw»subject it to economic and political risks. -

‘The Mexican government has exercised, and continues to exercise, significant influence over the
Mexican economy. Accordingly, Mexican governmental actions conceining the economy and state-owned
enterprises could have a significant impact on Mexican private sector entities in general and on the
Mexican operations in particular. The national eléctions held on July 2, 2000, ended 71 years of rule by the
Institutional Revolutionary Party and resulted in the increased representation of opposition parties in the
Mexican Congress and in mayoral and gubernatorial positions. National elections were again held on July 2,
2006, which were disputed by the losing presidential candidate and his supporters. Although there have not yet
been any material adverse repercussions r_ésullihg from this political change, multiparty rule is still relatively
new in Mexico and could result in economic or political conditions that could materially and adversely afféct
- the Mexican operations. KCS cannot predict the impact that this new political landscape will have on the
Mexican économy. Furthermore, KCSM’s financial condition, results of operations and prospects may be
affected by currency fluctuations, inflation, interest rates, regulation, taxation, social instability and other
political, social and economic developments in or affecting Mexico. ’

Mexican national politicians are currently focused on certain regional political and social tension, and
reforms regarding fiscal and labor policies, gas, electricity, social security and oil have not been and may not
be approved. The social and political situation in Mexico could adversely affect the Mexican economy, which
in turn could have a material adverse effect on KCS' business, financial condition.and results of.operation.

- Y N

... The Mexican economy. in the past has suffered balance of payment -deficits and shortages in foreign
~exchange reserves. There are currently no exchange controls.in Mexico. However, Mexico has imposed foreign
.exchange controls in the past. Pursuant to the provisions of NAFTA, if Mexico experiences serious balance of

payment difficulties or the threat of such difficulties in the future, Mexico-would have the right to impose  ~
. foreign exchange controls on itivestments made in Mexico, including those. made by United States and
‘Canadian investors. Any restrictive exchange control policy could adversely affect KCS’ ability to obtain |
dollars or to convert pesos into dollars for purposes of making interest and pﬁﬁcipal payments due on
indebtedness; to the extent KCS may have to effect those conversions, and could adversely affect the
Mexican economy or the Company’s investment in KCSM. This could have a matérial adverse effect on
KCS’ business and financial condition. ’
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-+ Securities of companies in emerging market countries tend to be influenced by economic and market
conditions in other emerging market countries. Some emerging market countries, including Argentina and
Brazil, have experienced significant economic downturns and market volatility in the past., These events have
had an adverse effect on the economic conditions and securities markets of other emergmg market countries,
including Mexwo : '

Downturns in the United States economy or in trade between the United States and Mexico and
Jluctuations in the peso-dollar exchange rate would likely have adverse effects on KCS™ business and
results of operations.

The level and timing of KCS’ Mexican business activity is heavily dependent upon the level of
United States-Mexican trade and the effects of NAFTA on such trade. The Mexican operations depend on the
United States and Mexican markets for the products KCSM transports, the relative position of Mexico and the
United Siates in these markets at any given time, and tariffs or other barriers to trade. Downturns in the
United States or Mexican economy or in trade between the United States and Mexico would likely have '
adverse effects on KCS’ business and results of operations. The Mexican operations depend on the
United States and Mexican markets for the products KCSM transports, the relative position of Mexico and the
United States in these markets at any given time, and tariffs or other barriers to trade. Any future downturn in
the United States economy could have a mdtenal adverse effect on KCS' results of operations and our ability
to meet debt service obligations.

" Also, fluctuations in the peso-dollar exchange rate could lead to shifts in the types and volumes of
Mexican imports and exports. Although a decrease in the level of exports of some of the commodities that -
KCSM transports to the United States may be offset by a subsequent increase in imports of other commodities
KCSM hauls into Mexico and vice versa, any offsetiing increase might not occur on a timely basis, if at all.
Future developments in United States-Mexican trade beyond the Company’s control may result in & reduction
of freight volumes or in an unfavorable shift in the mix of products and commoditics KCSM carries.

Any devaluation of the peso would cause the peso cost of KCSM’s dollar-denominated debt to increase,
adversely affecting its ability to make payments on its indebtedness. Severe devaluation or depreciation of the
peso may result in disruption of the international foreign exchange markets and may limit the ability to
transfer pesos or to convert pesos into U.S. dollars for the purpose of making timely payments of interest and
principal on the non-peso denominated indebtedness. Although the Mexican government currently does not
restrict, .and for many years has not restricted, the right or ability of Mexican or foreign persons or entities to
convert pesos into U.S. dollars or o transfer foreign currencies out of Mexico, the Mexican government could,
as in the past, institute restrictive exchange rate policies that could limit the ability to transfer or convert pesos
into U.S. dollars or other currencies for the purpose of making timely payments of the U.S. dollar-denominated
debt and contractual commitments. Devalvation or depreciation of the peso against the U.S. dollar may also
adversely affect U.S. dollar prices for KCS’ securities. Currency ﬂuctuauons are likely to continue to have an

effect on KCS’ financial condition in future periods.

KCSM has identified possrble discrepancies in data provided by its prior information system. .

KCSM mstalled a new operational information system in 2006. Based on testing of the data provided by
this system, including a comparison of such data to data provided by KCSM'’s prior information system, it is
possible that the data prov1ded by KCSM’s prior information system may have contained discrepancies: There
is uncertainty as to what effect, if any, these discrepancies could have on KCSM's financial condition or
rcsults of operations, however there can be no assurance that the effect will not be material. o
-' Mexico may exper:ence high leve!s of mﬂarwn in the future which could adversely affect KCS’ results of

operations.

Mexico has a histdry of high levels of inflation, and may experience high inflation in the future. During
most of the 1980s and-during the mid- and-late-1990s, Mexico experienced periods of high levels of inflation.
The annual rates of inflation for the last five years, as measured by changes in the National Consumer Price
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Index; as provided by Banco de Mexico; were 4.0% in 2006,.3.3% in 2005, 5.2% in 2004, 4.0% in 2003 and
5.7% in-2002. A substantial increase in the Mexican inflation rate would have the effect of increasing some of
KCSMstcosts, which could adversely ‘affect its results of operations and financial condition. High levels of
inflation may also affect-the balance of trade between Mexico and the United States, and other countries,
which could adversely affect KCSM’s results of operations. :

Item 1B. Unresolved Staff Comments T "

None.

Item 2. Properties

. Property information is provided for each of KCS’ two business segments, the United States (“U.S.”) and

Mexico.
- U.s. Segmént.' J
N Ccrtam KCS-R 'p;ropefty statistics follow at December 31: R - II .
o : 2006 2005 - 2004
Route miles — main and branch line . .. .. .. ...vveniaoaonnn 3205 © '3226 3,108
Total track miles . ... .4 .. .. o il e Lo e 4,44§ - 4372 4,353"
Miles of welded rail in service. . .%...........oooeeen.oon. 2321 23200 2322
Main line welded raif percent......... e I CON%, N% .- 61%
Cross ties replaced. . . ........... P ... 427590 340,033 - 292,843

KCSR and Mexrail’s fleet of locomotives and rolling stock consisted of the follbwing at December 31:

2006 2005 2004
N Leased Owned - Leased Owned Leased Owned

LOCOMOGVES . . . .+ e eevenn N 272 348 331 315 279 . 239

Rolling stock: ‘

. Boxcars ....... ... 5386 1,356 5401 1,323 5204 1,307
Gondolas . . . . . . . e o 1,037 176 1,003 185 720 - 83
HOPPET CAFS + o oo e e e L4222 743 . 4323 980 3,084 802
Flat cars (intermodal and other) ...... 1,985 388 . 844 531 - 1,288 533
Auto racks . ... ... .. . S, 198 — 198 — 1. J—

CTank cars . ... o 24 30 24 - 28 28 30
Other ............ — _ 3 — — - _—=
Total ... ... ... R . 12852 2696 11883 3056 10522 2755

.. Average age (in years): o © 2006 2008 2004
) Road locomotives . ... .: e e e 229 252 260
v AN lOCOMOtVES & o i . %o dee e s S N L0239 2601 2697

rEt " + vl f

" KCSR, in support of i_ts-transponatiori operations, owns and operates repair shops, depots and office

buildings along its right-of-way. A major facility, the Deramus Yard, is located in Shrevéport, Louisiana and
includes a general office building, locomotive repair shop, car repair shops, customer service' center, material
warehouses:and fueling facilities totaling 227,000 square feet. Other facilities owned by KCSR include a

- 21,000 square foot freight car repair shop in Kansas City, Missouri and 15,000 square feet of office’space in
Baton Rouge, Louisiana. A locomotive repair facility in Kansas City is owned and operated by General -
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Electric Company (“GE”) and is used to maintain and repair locomotives that were manufactured by GE and
are leased by KCSR.

KCSR owns 16 6% of the Kansas City Termmal Railway Company, which owns and operates 80 mlles of
track, and operates an additionat eight miles of track under trackage rights in greater Kansas City, Missouri.
KCSR also leases, for operating purposes, certain short sections of trackage owned by various other railroad
companies and jointly owns certain other facilities with these rai]roa(?s.

Mexico Segment.

Certain KCSM track statistics at December 31, 2006, follow (in miles):

Under Track Usage
Concession - Rights ' Total
Main track o . e e, 2,645 541 3,186
Sidings under centralized traffic control . .. .. ........ .. ... .. 16 — 116
Spurs, yard tracks and other sidings. . ..................... 481 e - 481
Total . .o e 3.242 541 3,783

All of KCSM’'s track is standard gauge (56.5 inches) and is generally in good condition. Regarding the

‘main track, 100% has 100 to 136-1bs. rail, 78% is continucusly welded rail and 58% has concrete ties.

Continuously welded rail reduces track maintenance and, in general, permits trains to travel at higher speeds.
The Mexico City — Nuevo Laredo core route has 88% concrete ties and the portion of this route between
Mexico City and Querétaro (a distance of 143 miles) has double track. KCSM has extended mdmgs on its
tracks up to 10,000 feet, enabling longer trains to pass each other.

KCSM'’s fleet of locomotives and rolling stock consisted of the following at December 3t:

2006 2005

Leased Owned Leased Owned
B SN 113 34 75 323
Rolling stock:
BOX CarS. ..t e 1,068 1,166 1,278 1,187
GONdOIAS . . - .ot 2520 1,817 2922 1,824
Hopper cars . . . . . e . 2,416° 570 2518 580
Fiat cars (intermodal and other). . . .................... 262 557 261 557
Autoracks . ... L 1,552 . . 1,556 —
Tank CaS . ..o oo e 522 71 611 71
Other ..., — 65 —— 35
Total e e e 8,340 4246 9146 4274

Under its Concession from the Mexican government, KCSM has the right to operate the rail lines, but
does not own the land, roadway or associated structures. The Concession requires KCSM to make investments”
and undertake capital projects, including capital projects described in a business plan filed every five years
with the Mexican government. KCSM may defer capital expenditures with respect to its five-year business
plan with the permission of the SCT. However, should the SCT not grant this permission, KCSM’s failure to
comply with the commltments in’its business plan could result in the Mexican government revoking the
Concession.

The response to Item 102 of Regulation S-K under Item 1, “Business”, of this Form 10-K and Item 7,
“Management’s Discussion and Analysis of Financial Condition and Results of Opemuons” is lncorporated by
reference in partial response to this ltem 2. o : .
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Item 3.  Legal Proceedings

The matters discussed in Part II, ltem 7, “Management’s Discussion and Analysis of Financial Condition
and Results of Operations — Critical Accounting Policies and Estimates — Provision for Environmental
Remediation — Provision for Casuaity Claims,” and — “Other — Litigation™ are incorporated by reference in
this ltem 3. ' : :

Item 4. Submission of Matters to a Vote of S‘ecun’ty Holders

No matters were submitted to a vote of security holders during the three month period ended
. December 31, 2006.

Executive Officérs of KCS and Subsidiaries.

All executive officers are elected annually and serve at the discretion of the Board of Directors. All of the
executive officers have employment agreements with KCS and/or its subsidiaries. The mailing address of the
principal executive officers is 427 W. 12 Street, Kansas City, Missouri 64105.-

Michael R. Haverty — Chairman of the Board and Chief Executive Officer — 62 — The information in
the Definitive Proxy Statement under the heading “The Board of Directors — Directors Serving Until the
Annual Meeting of Stockholders in 2009” with respect to Mr. Haverty is incorporated by reference.

Arthur L. Shoener — KCS i’resident and Chief Operating Officer — 60— The information in the,
Definitive Proxy Statemént in the description of “The Board of Directors — Directors Serving Until the
Annual Meeting of Stockholders in 2008 with respect to Mr. Shoener is incorporated by reference.

Daniel W, Avramovich — Executive Vice President, Sales & Marketing — 55 — Joined KCS in May
2006 as Executive Vice President, Sates & Marketing. Prior to this, Mr. Avramovich served as President,
Network Services — Americas for Exel pic from 2003 to 2006. From 2000 to 2003, he served as President,
Exel Direct for Exel plc.

Patrick J. Ottensmeyer — Executive Vice President and Chief Financial Officer — 49 — Joined KCS in
May 2006 as Executive Vice President and Chief Financial Officer. Prior to joining KCS, Mr. Ottensmeyer
served as Financial Advisor/Chief Financial Officer from 2001 to May 2006 for Intranasal Therapeutics, Inc.
From 2000 to 2001, he served as Corporate Vice President Finance and Treasurer for Dade-Behring
Holdings, Inc. From 1993 to 1999, Mr. Ottensmeyer served as Vice President Finance and Treasurer at
BNSF Railway. :

Warren K. Erdman — Senior Vice President — Corporate Affairs — 48 — Served in this capacity since
January 2006. Mr. Erdman served as Vice President - Corporate Affairs of KCS from.April 1997 to December
2005, and as Vice President — Corporate Affairs of KCSR from May 1997 to December 2005. Prior to joining
KCS, Mr. Erdman was Chief of Staff to United States Senator Kit Bond of Missouri from 1987 1o 1997.

Jerry W, Heavin — Senior Vice President — International Engineering of KCSR — 55 — Served in this
capacity since January 2005, and a director of KCSR since July 2002. Mr. Heavin served as Senior Vice
President of Operations from July 2002 to December 2004. Mr. Heavin joined KCSR in September 2001 and
served as Vice President of Engineering of KCSR until July 2002. Prior to joining KCSR, Mr. Heavin served
‘as an independent engineering consultant from 1997 through August 2001.

Larry M. Lawrence — Senior Vice President and Assistant to Chairman — Strategies and Staff Studies —
44 — Served in this capacity since January 2006. Mr. Lawrence served as Assistant to CEO — Staff Studies
and Planning of KCS from November 2001 .until December 2005. Prior to joining KCS in 2001, Mr. Lawrence
was a strategy consultant for 15 years with McKinsey, A. T. Kearney and KPMG.

Paul J. Weyandt — Senior Vice President — Finance and Tf'éasurer —'53 — Served in this capacity since
April 2005. He served as Vice President and Treasurer of KCS and of KCSR from September 2001 until
March 2005. Before joining KCS, Mr. Weyandt was a consultant to the Structured Finance Group of
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GE Capital Corporation from May 2001 to September 2001. Prior to consulting, Mr. Weyandt spent 23 years_
with BNSF Railway, most recently as Assistant Vice President Finance and Assistant Treasurer,

William J. Wochner — Senior Vice President and Chief Legal Officer — 59 -~ Served in this capacity
since February 2007. Served as Vice President.and Interim General Counsel from December 2006 to January
2007. From September 2006 to December 2006, Mr. Wochner served as Vice President and Associate General
Counsel. From March 2005 to September 2006, Mr. Wochner served as Vice President, Sales and Marketing/
Contracts for KCSR. From February 1993 to March 2005, Mr Wochner served as Vlce Pre51denl and General
Solicitor of KCSR.

‘

Richard M. Zuza — Senior Vice President — International Purchasing and Materials — 53 - Joined KCS
in November 2005 as the Senior Vice President — International Purchasing and Materials. Prior to joining
KCS, Mr. Zuza was Vice President of Procurement for Allstate Insurance Company from 1998 to 2005, Vice
President of Purchasing for Gibson Greetings, Inc. for seven years and held a variety of purchasing positions
with General Electric Company for 15 years.

Michael K. Borrows — Vice President — Financial Reporting and Tax — 39 — Joined KCS in June
2006 as Vice President — Financial Reporting and Tax. Prior to joining KCS, Mr. Borrows spent 11 years. at
BNSF Railway serving in a variety of financial roles, most recently as General Director Fmance Mr. Borrows
is the Company’s Chief Accounting Officer.

There are no arrangements or understandings between the executive officers and any other person
pursuant to which the executive officer was or is to be selected as an officer of KCS, except with respect to
the executive officers who have entered into employmem agreements desngnanng the posmon(s) 1o be held by
the executive ofﬁcer - ‘

None of lhe above officers is reiated to another, or to any of the directors of KCS, by famlly
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Item 5. Market for KCS* Common Equity, Related Stockhiolder Matters and Issuer Purchases of Equity
' Secunnes

Market lnformanon

The Company s Common Stock is traded on the New York Stock Exchange. The information set forth in
response to Ttem 201 of Reégulation S-K in Note 8 and Note 13 to the Consolidated Financial Statements in
ltem 8 of this Form 10-K is mcorporated by reference in partial response to this ftem 5.

Dividend Po!icy

Common Stock. KCS has not declared any cash dividends on its common stock during the last five
fiscal years and it does not anticipate making any cash dividend ,payments to common stockholders in the
foreseeable future. Pursuant to KCSR’ s credrt agreement KCS is prohibited from the payment of cash’
dividends on its common stock.

Preferred Slock Kansas City Southern is restricted from paying dividends on its Senes C Preferred
Stock and Series D' Preferred Stock when its coverage ratio-(as defined in the indentures for KCSR's 7%4% g
Senior Notes and 9%% Senior Notes) is less than 2.0:1. It is the Company’s intention to pay timely dividends
on all Preferred Stock in either cash or stock, depending upon the terms of the preferred stock, when dividend
payments are not restricted under the covenants of our various debt agreements and the Company has adequate
levels of liquidity. In the.event that dividends on the Series C Preferred Stock or Series D Preferred Stock are
in arrears for six consecutive quarters (or an equivalent number of days in the aggregate, whether or not
consecutive), holders of the Series C Preferred Stock or the Series D Preferred Stock, as app]:cable will be
entitled to elect-two of thé-authorized number of directors at the next annual stockholders’ meetmg, and at
each, subsequent stockholders’ meeting until such time as all accumulated dividends are paid on the Series C
Preferred Stock or the Sertes D Preferred Stock, as apphcable or set aside for payment

-+ .

See ltem 7, “Management s Dlscussmn and Analy51s of Fmancnal COI’!dlllOﬂ and- Results of Operatlons —
Recent Developments" for a discussion of recent amendments to the mdentures for KCSR’s 7/2% Senior Notes
and 9/:% Senior Notes related to these dividend payments. ’

at

" Holders. o
There were 4,941 record holders of KCS common stock on February 15, 2007.

Secunttes Authorized for Issuance Under Equity Campensauon Plans

See Part 111, Item 12, “Security Ownership of Certain Beneficial Owners and Management and Related
Stockholder Matters” for information about securities authorized for Issuance under KCS’-equity compensatlon
plans. .
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Performance Graph.

The following graph shows the changes in value over the five years ending December 31, 2006, of an
assumed investment of $100 in: (i) KCS’ common stock; (ii) the stocks that comprise the Dow Jones -
Transporiation Average index'; and (iii) the stocks that comprise the S&P 500 Index®. The table following the
graph shows the value of those investments on December 31 for each of the years indicated: The values for
the assumed investments depicted on the graph and in the table have been caiculated assuming that cash
dividends are reinvested. '

COMPARISON OF FIVE YEAR CUMULATIVE TOTAL RETURN
Among Kansas City Southern, the $' & P 500 Index
and the Dow Jones Transportation Index
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—} Kansas City Southern —A— S&P500 —O— Dow Jones Transportation Average

company,

. 2001 2002 2003 2004 2005 2006
Kansas City Southern 100.00 84.93 101.34 | 12548 172.89 205.10
S & P 500 100,00 77.90 | 10024 | 11115 | 116.61 | 135.03
Dow Jonés Transportation Average | 100.00. | 10266 | 132.37 | 17034 | 18953 | 204.43

' The Dow Jones Transportation Average is an index prepared by Dow Jones & Co., Inc., an independent

2 The S&P 500 is an index prepared by Standard and Poor’s Corporation, an independent company..The
S&P 500 Index reflects the change in weighted average market value for 500 companies whose shares are
traded on the New York Stock Exchange, American Stock Exchange and the Nasdaq Stock Market,
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Item 6. Selected Financial Data - . g

N The selected financial data below (in millions, except per share amounts) should be read in conjhnqtion
with “Management’s Discussion and Analysis of Financial Condition and Results of Operations” included
under Item 7 of this Form 10-K as well as the consolidated financial statements and the related notes and the
Reports of Independent Registered Public Accounting Firms.

2006 2005(i) 2004 2003 2002

REVENUES - . - -+ eeeeeeeeenn] $1,659.7 $13520 § 6395 § 5813 § 5662
Equity in net earnings (losses) of

. unconsolidated affiliates . .......... 1.3 29 45) 11.0 43.4

Income before cumulative effect of
accounting change and minority :
interest(ii). . ... ... 109.2 83.1 24.4 - 33 57.2

Earnings per common share — income
{loss) before cumulative effect of
accounting change:

BASIC -« e $ 120 § 121 $ 025 S (0.04) $. 094
Diluted . . ... ... .. S - 1.08 1.10 0.25 (0.04) 0.91
Total aSSelS ..\ vvvr e $4,637.3 $4,423.6 $2,4406  $2,152.9  $2,008.8
Total debt obligations .. ............. 1.757.0 1,860.6 665.7 5234 582.6
Cash dividends per common share . .. .. $ — % — & - 8 - 5 —

(i) Amounts reflect the consolidation of Mexrail effective January I, 2005, and KCSM effective April 1,
20035. '

(i) Income from continuing operations before cumulative effect of accounting change and minority interest
for the years ended December 31, 2005, 2004, 2003 and 2002 include certain unusual operating expenses
and other income as further described in ltem 7, “Managément’s Discussion and Analysis of Financial -
Condition and Results-of Operations — Results of Operations.” These costs and other income include
charges for casualty claims, costs related to the acquisitions’of Grupo KCSM and-Mexrail, hurricane
related charges, costs related to the implementation ‘of the Management Control System (“MCS"), benefits
received from the settlement of certain legal and insurance claims, severance costs and expenses associated
with legal verdicts against KCS, and gains recorded on the sale of operating and non-operating property
and investments. : ' :

The response to ltem 301 of Regulation S-K under Part Il Item 7, “Managemeht’s Discussion and’
Analysis of Financial Condition and Results of Operations™ of this Form 10-K is incorporated by reference in
partial: response to this ftem 6.

NON-GAAP FINANCIAL INFORMATION

The following tables present full year 2006 non-GAAP financial information previously disclosed by the
Company .on its website in conjunction with earnings releases, presentations and 8-K filings. The non-GAAP
informiuion presented, which management believes is useful, should be considered in addition to, but not as a
substitute or preferable to, other information prepared and presented in accordance with GAAP. However, the
information is included herein as reference because Management may use this information for comparability
purposés when discussing the performance of the Company’s business and believes that the non-GAAP .
information provided is meaningful and can be particularly useful in assessing comparability of the Company’s
performance for the years ended December 31, 2005 and 2006. '

Summary Income Statement Information

Calculation of 2005 non-GAAP year to date earnings includes: (i) KCSM’s first quarter 2005 amounts
prior to its consolidation on April 1, 2005 and (ii) excludes charges related to the acquisition and the write-off
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of deferred profit sharing in the second quarter of 2003, (iii) excludes the unusually large charge to Casualty
and insurance reflecting a comprehensive study as well as the first time adoption of an actuarial approach for
projecting expense related to certain casualty claims, and (iv) excludes the one-time non-cash gain as a result
of the VAT settlement with the Mexican Government in the third quarter of 2005.

As Reported  All Non-GAAP

2005 Differences 2005
REVEMUES . . ..o oo e et $1,352.0 1701 $1,522.1
Depreciation and amortization. . .. ............. R 127.7 18.4 ~'146.1
Casvalties and insurance . . .......................... 1034 - (34.8) 68.6
KCSM employees statutory profit sharmg ............... 41.1 (35.1) 6.0
Other operating expenses . ... .............. S 1,017.5 105.8 1,123.3
Total operating eXpenses . . .. ... .....veerneinnnnin. 1,289.7 543 1,344.0
Operating income (l0ss) .. ......... .. ... .. . e, 62.3 1158 . . 178.1,
VAT/Put settlement gain, net. .. .............ouu.... : 1319 (131.9) —
Other income {(expense) .......... ... ... ... ..., (118.2) (29.2) . (147.4)
Income before income taxes . ............... . .. .. ..., 760 (45.3)' . 30.7
Income tax (benefit) . .............. e (7.1) i7.8 . . 107
Minority interest . . . . .. ... ottt e, 178 . (l6.1) ‘ 1.7
NELINCOME ., . . oot it e e et e e e e e 1009 (79.2) 21.7
Preferred stock dividends ........ ... ... . ... ... ..., © 95 — 9.5
Net income available to cormmmon shareholders. . .. ... ... .. 91.4 - (79.2) 12.2
Diluted Shares ... :............oiiiiiiii 92,747 77,002

‘Diluted EPS . .. . ... e $ L0 5 0.16

Calculation of Earnings Before Interest, Income Taxes, Depreciation and Amortlzanan and Non-cash’
Equtty Eammgs from Unconsolidated Subsidiaries (a)

¢ : : ) : Non-GAAP
. . ) . ‘ < 2005 2006
GAAP Net INncome . . . ... .................. i $1009  $108.9
All differences . .. .. oo i e e (79.2) C—
Adjusted net InCOME. . . ... .. . e 217 108.9
Adjusted Income tax provision (benefit) . ... .., e 107 - 45.4
Interest eXpense . ... ... ... e ~ 163.6 167.2
Loss in equity in earnings of unconsohdated subs —see (a) below ......... (EN))] {(1.3)
Depreciation and amortization . ... ... ... .. ... .. ... .. ... LT 146.1 _135.0
EBITDA .............. P $3384  $469.2
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Calculation of interest expense to include first quarter KCSM interest

Non-GAAP
) 2005 2006
GAAP Interest Expense . . ... .. ' . . AR .- ................ . $133.5 $167.2
All differences . . . . . e e 30.1 —
| ’ o ‘ o sie36 1672
EBITDA o e eee e e T TR | $3384  $4602
EBITDA Imeres"t Coverage Ratio .. .~ .. ... lt PR TR . - 2.07 2.81

(a) For purpose of consistency, the Company uses the format of EBITDA specnﬁed in its bank covenants
which also excludes non- cash earnings from unconsolidated subsidiaries. : I

Reconciliation of Free Cash Flow to Net Cash Provided by Operating Activities
- B " 2005 2006

Free Cash Flow . .......ovoniinenenn.. S S ... $(1194) 8 972
Proceeds from issuance of long-termdebt. . . ... ... ... ... i 644.7 6163
Repayment of long-term debt . . . ... ... .. . - (521.5)  (658.5)
Other financing activities . . .. ... ... ... oo e e . 113y . @D
GAAP Net Increase (Decrease) in cash and cash equivalents .......... L% (15 § 479

Item 7. Management’s D:scusswn and Analys:s of Financial Condition and Results of Operalmns

The following discussion is intended to clanfy and focus on Kansas City Southern’s results of operations,
certain changes in its financial position, liquidity, capital structure and business developments for the periods
covered by the consolidated financial statements included under Item 8 of this Form 10-K. This discussion
should be read in conjunction with these consolidated financial statements, the related notes and the Reports
of Independent Registered Public Accoummg Firm thereon, and other information included in this report.

See “Management’s Discussion and Analysis of Financial Condition and Results of Operations —
Cautionary Information” for cautionary statements concerning forward-tooking comments.

CORPORATE OVERVIEW

Kansas City Southern, a Delaware corﬁoratioﬁ, isa holding company with principal operations in rail
transportation and its principal subsidiaries and afﬁliates including the following:

+ The Kansas City Soulhem Railway Company (“KCSR"), a wholly-owned subsidiary;

« Mexrail, Inc (“Mexrail”), a wholly-owned consolidated subsidiary; which, in turn, wholly owns The
Texas Mexican Railway Company (“Tex- Mex”)

+ Meridian Speedway, L.LLC (“MSLLC”) a ninety percent owned consolidated afﬁllatc

« Kansas-City Southern de México, S. de R.L. de C.V. (*KCSM”). On April-1, 2005, KCS completed its
acquisition of control of KCSM and as of that date, KCSM became a consolidated subsidiary of KCS.
On September 12, 2005, the Company and its subsidiaries, Grupo KCSM, S.A. de C.V, (“Grupo
KCSM”) and KCSM, along with the Mexican holding company Grupo T™MM, S.A. (“TMM”) entered
into a settlement agreement with the Mexican government rcqolvmg the controversies and disputes
between the companies and the Mexican government concermng the payment of a VAT refund to
KCSM and the purchase of the remaining shares of KCSM owned by the Mexican government. As a
result of this settlement, KCS and its subsidiaries now wholly own Grupo KCSM and KCSM., For the
first quarter of 2005, KCS accounted for its investment in KCSM on the equity basis of accounting.
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~ « Southern Capital Corporation, LLC (“Southern Capital”), a fifty penccnt owned unconsolidated affiliate
that owns and leases locomotives and other rail equipment;

. ‘Panama Canal Railway Company (“PCRC"), a fifty percent-owned unconsolidated afﬁllate which owns
all of the common stock of Panarail Tourism Company (“Panarall”)

» Ferrocarril y Terminal del Valle de México, S.A. de C.V. ("FTVM"), a twenty five percent owned
unconsolidated affiliate that prov1des railroad services as well as ancillary services in the greater
Mexlco Clty area.

KCS, as the holdmg company, supphes its various sub51dlanes with managerial, legdl tax, financial and
accounting services, in addition to managmg other non-operatmg investments.

+

EXECUTIVE SUMMARY-
2006 Fmancud Overview.

- The Company achieved consohdated net income of $108 9 mllllon in 2006, as compared to net income of
$100.9 million in 2005, The 2005 net income includes a non-recurring gain of $131.9 million related to the
VAT/Put settlement. Excluding this non recurring item, net income increased $139.9 million over-the prior
year. '

Operating i mcome “increased $242 million in 2006 to $304.3 million as compared to $62.3 million in
20035. The increase in opcratmg income was driven primarily by increased revenues during the year. The
Company achieved record revenues of $1,659.7 million in 2006, which was a 23% increase over revenues of
$1,352 million in 2005. Revenue in 2006 included a full year of consolidated results, The revenue increase
was primarily driven by price increases, new and expanding business in both the U.S. and Mexico, and by the
continued 1ntegratlon of KCSM operations in the' consolidated results. Revenue grow{h in 2006 was 9% over
2005, including pro forma KCSM revenue for the full year in 2005

Cash flows from operatlons mcreased to $267.5 million in 2006 compared wuh $178, 8 million in 2005,
an increase of $88.7 million. Capital expenditures. are a significant use of cash flows annually due to the
capital intensive nature of raitroad operations. Cash used for capital expenditures in 2006 was $241.8 million”
as compared 1o $275.7 million in 2005.

2007 Outlook.

Kansas City Southern expects 1o continue to integrate U.S. and Mexico operations and management with
~a focus on execution and realizing the full value of the network KCS has built. Consolidated revenue growth
in 2007 is expected to be in line with 2005 — 2006 (inclading KCSM’s 2005 proforma results). Price increases
and higher volume aré expected to be key drivers of growth while KCS continues to position its network to
increase length of haul and cross border traffic, where carload growth is expected to outpace economic growth
and intermodal growth is'expected to increase substantially..

With continued productivity increases in operations as well as the projected revenue growth, the full year
operating ratio for 2007 is expected to fall below 80%; although, the Company believes seasonality of business
will have an impact on the current quarter-over-quarter improvement trends in the first half of the year.

The Company beheves that liquidity will continue to 1mprove as will the Company’s key credit statistics
with anticipated improvements in operating income, continued focus on workmg capital reduction and other
balance’ sheet opportunities. - '

The Company projects cash capital expenditures to maintain the railroad and meet anticipated future
‘demand will be approximately $270 million in 2007. KCS also plans to acquire 150 new locomotives through
operating lease arrangements at a cost of about $300 million. It is currently projected that U.S. operations will
take delivery of 60 locomotives and 90 locomotives will be used in Mexico.

Panama Canal Rallway, an equity investment of KCS, is also expected to conunue strong growth in
volumes and cash flow.

L
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RECENT.DEVELOPMENTS | - . s

Preferred Stock Dividends. On January 12, 2007, the Company declared a cash dividend on the 4.25%
Redeemable Cumulative Convertible Perpetual Preferred stock, series C (“*Series C Preferred Stock”) dl‘ld a
stock dividend on the 5.125% Cumulative Convemble Perpetual Preferred Stock, Series D (“Series D Preferred
Stock™) for-dividends in arrears that were due May 15, 2006, August 15, 2006 and November 15, 2006, and
the dividend payment due February 15, 2007. The dividend was paid February 15, 2007, to stockholders of
record on February 5, 2007. The Company also declared a cash dividend on the 4%, ‘noncumulative Preferred -
Stock, payable Apfi] 3, 2007, to stockholders of record on March 12, 2007. : '

Consent Solicitation. On January 29, 2007, KCSR commenced a consent solicitation to amend the
indentures under which KCSR's 9'4% Senior Notes due 2008 (“9%% Notes”} and 7%4% Senior Notes due 2009
(“7%% Notes” and together with the 9% Notes, the “Notes”) were issued. The purpose of the consent
solicitation was to (i) resolve an inconsistency in the inclusion of certain expenses, but not the income, of
restricted subsidiaries in the calculation of the consolidated coveraée ratio-under the indentures; (ii) amend the
definition of refinancing indebtedness to allow the inclusion of certain related premiums, interest, fees and
expenses in permitted refinancing indebtedness and (iii) obtain waivers of any defaults arlsmg from certain -
actions' taken in the absence of such proposed amendments. On February 5, 2007, KCSR obtained thé requisite
consents from the holders of each series of Notes to amend their respective indentures as descnbed above and
executed supplememal indentures containing such amendments and waivers.

Credit Fac:luy Waiver. .On January 31,-2007, KCS prowded written notice to the lenders under the 2006

Credit Agreement of certain representatlon and other defaults under-the 2006 Credit Agreement arising from -
the potential defaults which existed under the KCSR indentures as described above. These defaults limited
KCSR’s access to the revolving credit facility. In its notice of default, the Company also requested that the
lenders waive these defaults. On February 5, 2007 the Company received a-waiver of such defaults from all of
the lenders under the 2006 Credit. Agreement. The Company is currently not in default of the 2006 Credit

" Agreement and has access to the revolving credit facility. e o

Claims Asserted under the TMM Acquisition Agreement. As part of the acqutsmon of Grupo KCSM in
2005, KCS issued escrow notes to TMM totaling $47. 0 million which are subject to reductlon for certain
potennal losses related to incorrect representations and warranties or breaches of covenants in the Acquisition
Agreement by TMM. On January 29, 2007, KCS advised TMM that KCS intended to assert claims for-
indemnification under the Acquisition Agreemcnt related to representations and warranttes ‘made by TMM: On
~February 1, 2007, KCS received a notice from TMM indicating that TMM would seek damages from KCS§'
under the Acquisition Agreement, aggregating approxtmatcly $43 million as well as other unspecified
“damages. The parties are obligated under the Acquisition Agreement to attempt to resolve their dtfferences
informally and, if not successful, then to submit them to binding arbitration. T

RESULTS OF OPERATIONS "

Year Ended December 31, 2006, Compared with the Year Ended December 31,. 2005
Net Income. Consolldated net income 1ncreased $139.9 mllllorl excluding the 2005 non-recurring -,
VAT/Put settlement for the year ended December 31, 2006, compared to the same period in 2005. Including
the $131.9 million VAT/Put settlement in 2005, consohdated net income increased $8 million. Operating
income increased by $242.0 million primarily driven by targeted price increases and fuel surcharge, new and

expanded exnstmg busmcss in both the U.S. and Mexico segments, and the integration of KCSM operations; _

and a full year of consolldaled operating results. Operating expenses increased by only 5% due to increased
efficiencies from the integration of KCSM. : ; o
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The following summarizes the co_nsolidatcd income statement components of KCS (in miillions).

. Change
‘ 2006 2005 Dollars ‘Percent

Reventies . ...... ... .. . i i, $1,659.7  $1,352.0 % 307.7 239
Operating eXpenses . . . .....vvuvennr i nn. 1,355.4 1,289.7 65.7 5%
" Operating income . ... .. e e 304.3 62.3 242.0 388%
Equity in net earnings of unconsolidated affiliates .. . .. 7.3 29 4.4 152%
Interest eXpense. . .. ... ..ot : (167.2) (133.5}) (33.7 25%
VAT/Put settlement gain, net . .................... — 131.9 (131.9)  (100)%
Other inCOME . ..\ .ot et i eene e nn e 10.2 12.4 (2.2) _(18)%
lncome before income taxes and minority interest . . . . 154.6 76.0 | 18.6 103%
Income tax provision (benefit) . . .................. 454 (7.1 52.5 (739%
Income before minority interest . . U e 109.2 83.1 26.1 3%
. Minority interest ... ... Lo 0.3 (17.8) 18.1 ° (102)%
NEUINCOME . ..o v e et e e e e e eae s ©$ 1089 $ 1009 $ 80 8%

[/.S. Segment.

Revenues. The following summarizes U.S. revenues (in millions) and carloads statistics (in thousands).
Certain prior period carloads and intermodal units have been reclassified to reflect changes in the business
groups and 1o conform to the current period presentation,

Revenues " Carloads and Intermodal Units
. Change +Change
) 2006 2005 Dollars Percent 2006 2005 - Units Percent
General commodities: _ .
Chemical and petroleum .. ... $173.5  $153.5  $20.0 13% . 1588 155.7 3.1 2%
Forest products and metals ... 2412 219.0 K 222 10% 199.0 21,7 (12 (6%
- Agricultural and mineral . . ... 198.2 179.2 190 © 11% . _170.1 183.1 (13.00 (N%

Total general‘cor_nmodities. . 6129 551.7 61.2 11% 527.9 550.5 (22.6) % !
intermodal and aulomotivc ... 148 766 - (1.8) ° (2)% 3394 . 3359 35 1% l
Coal............. e 141.0 122.3 187 - 15% 255.9 233.4 22.5 10%

Carload revenues, unit.é and

intermodgl units, .. ..... 828.7 750.6 78.1 0% 1,123.2 1,1198 ~ 34 0%
Other revenue . . ........... 570 538 32 6% '
'Total revenues. ........ $885.7 38044 $81.3 10%

For the yedar ended December 31, 2006, revenues increased $81.3 million compared to the prior year. The
U.S. segment experienced revenue increases in all commeodity groups except for the intermodal and automotive
business, which decreased slightly due to a decline in.automotive business driven by lower cutput and short
term plant shutdowns in 2006. Overall increases in the majority of the commodities were driven by targeted
price improvements, including increased fuel surcharges. The following discussion provides an analysis of
revenues by commodity group.

Chemical and Petroleum. Revenues increased for all of the chemical and petroleum products for the
year ended December 31, 2006, due t0 targeted rate increases in the petroleum, agricultural chemicals and
industrial gases sectors, and increased traffic volumes. Pricing improvement and stronger economic conditions
. during 2006 accounted for a majority of the growth in revenue in the year, while growth in the third and
fourth quarters also reflected the Gulf Coast refineries’ recovery from the past year’s hurricanes. ’
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‘ Forest-Products and Metals. Revenueés increased in-forest products and metal commodities for the year
ended December 31, 2006, primarily due to targeted rate increases. Decreases in volume can be attributed to
the lumber and chipproducts due to rising morigage rates. This volume decline was only partially offset by
increases in volume from hlgher producuon in the melals rolled paper and mrhtary products.

Agricultural and Mineral: . Revenues increased in all agricultural and mineral products for the year ended
December 31, 2006, due to targeted rate adjustments and an increase in velocity over certain corridors and
business sectors Overall improvement in velocity of unit grain and mineral trains accountéd for a ma]omy of
the revenue growth during 2006. Declmmg market conditions during the third and fourth quarters of lhe year
accounted for the dectine in volume with the primary decrease in export grain.

Inrermodal and Auromonve Revenues decreased in the intermodal and automotive business for the year
ended December 31, 2006, die to declines in the automotive business from suspended production at an
automotive plant for a majority of the year. This decrease was offset partially by increased revenues.in the
intermodal business which were driven by higher volumes from existing customers-as. well as the generation of
néw intermodal business,

- Coal. Revenues increased for the year ended December 31, 2006, as a resull of hlgher trafﬁc volumes at
certain electric generatmg stations in order to rebuild inventory stockpiles. The ability to rebuild stockpiles has
been made possible by improved efficiencies at the coal mines and increased velocity achieved by KCSR and
origin carriers.

Operating Expenses. For the year ended December 31, 2006, U.S. operaung expenses 1ncreased
508 lTll”lOl'l The followmg summarizes the Company s U. S operating expenses (in mrlhans)

Change

_ .. 2006~ 2005 Doflars Percent
Compensation and benefits - - ... ............ L $2643 $2448 $195 8%
Purchased SEIVICES . . . oot v v nenenn e . 82.8 84.6 (1.8) (2)%
FUBL . « ottt e 140.8 123.8 170 . 14%
Equipment costs . . .. .. S P - 68.9 138 . 20%
Depreciation and amortization. . .. ................ s... 657 60.00 . 57 “10% . .
Casualties and insurance . .. .............. . oo : 449 88.7 43.8) - (49% .
Other ............... T 78.9 885 (9.6 (1%

Total OPETALNG EXPENSES . .ot e e e e $760.l $7593 - § 08 - - -0%

Compensation and benefits. Compensatlon and benefits expense mcreased $l9 5 million for the year
ended December 31, 2006, compared to 2005 as.the result of increased incentive compensation, annual salary
increases, increase in management headcount, and an increase in stock based compensation. Incentive
compensation is tied to the financial results of the Company and accounted for $9.3 million of the increase.”
Stock based compensation increased by $2.9 million partially as a ‘result of the 1mplementauon of .

SFAS No. 123(R). Additionally, the remaining increase is the result of annual salary increases and certain
increases in headcount.

-Purchased services. Purchased servicés expense decreased $1.8 million for the year ended December 31,
2006, compared: to the 'same period-in 2005. The decrease was primarily driven by decreases in legal costs,
locomotive repair costs and rental incdome received on locomotives leased 10" Mexico operations on a short-
term basis. The decreases were offset by-increases in joint facilities ‘expenses due to hrgher trafﬁc and an

increase in auto and truck repair expense. ]
X

Fuel. Fuel expense 1ncreased $17.0 million for the year ended December 31,2006, compared to 2005
pnmanly as a resull of a79% mcrease in the average price per gdllon ‘and a 7 2% increase in consumptron )

Eqmpmem COsts. Equnpmem costs 1ncreased $13.8 million for the year ended December 31, 2006,
compared to 2005 as a resuit of entering into two new locomotive lease agreements for $14.8 million and new
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frelght car leases for $4.5 million during the year. This increase was offset by a decrease in car hlre expense
due to a reduction in the-use of non-KCSR freight cars. ‘

Depreciation and amortization. Depreciation_ and amortization expense increased $5.7 million for the
year ended December 31, 2006, compared to 2005, primarily as a result of an increase in assets placed into
service during the year. This increase was partially offset by an updated deprectation study which was
completed during the year and resulted in a $3.0 million reduction in expense in the 4™ quarter,

Casualties and insurance. Casualties and insurance expense decreased $43.8 million for the year ended
December 31, 2006, compared to 2005. During the third quarter of 2005, the Company recorded a
$37.8 million pre-tax charge for personal injury liabilities based upon an actuarial study in 2005. The
remaining decrease in 2006 was primarily driven by a lower number of incidence as well as a decrease in the
severity of derailments. during the year compared to-the prior year. - ‘.

Other. _ Other expense decreased $9.6 million for the year ended December 31, 2006, compared to 2005
primarily due to a $13.9 million reimbursement from the Mexico segment for shared service expenses paid by
the U.S. segment during 2006. This was offset by an increase of $6.7 million in materials and supplies
primarily as a result of price.increases in freight car wheels.

Mexico Segment. -

KCS acquired a controlling interest in Grupe KCSM effective April 1, 2005. The 2005 results reflect
charges and-costs associated with the acquisition and integration, as well as the effect of valuation adjustments

_as required by purchasé accounting. Since April 1, 2005, the financial results of Grupo KCSM have been

consolidated into KCS. Prior to that date, the investment for Grupo KCSM was accounted for under the equity
method. Although not consolidated prior to April 1, 20085, revenue and expense information below includes
Grupo KCSM resuits for the 1% quarter of 2005 for comparative purposes. Accounting policies for Grupo
KCSM prior to the acquisition were materially consistent with U.S. operations, however, certain adjustments
have been made to the results presented for comparability.

Revenues. Mexico’s revenues (in millions) and carloads statistics (in thousands) foliow.

Hevenves Carloads and Intermodal Units
. Comparative ____Change Comparative. __._Change
2006 2005 Dollars =~ Percent 2006 2005 Units  Percent
General commodities: ‘
Chemical and petroleum . . .. .. 31459 $126.5 $19.4 15% 1020 . 910 5.0 5%
Forest products and metals . ... 213.0 186.2 26.8 14% . 187.5 197.3 (9.8) (5)%
Agricullural and mineral . . .. .. 232.7 219.2 13.5 é% 196.0 200.1 (4.1) (2)%
Total general commodities . .. 591.6 531.9 50.7 1% 4855 494.4 8.9) (2)%
Intermodal and automotive .. .. 1624 173.0 (10.6) (6)% -, 312.0 326.8 {14.8) % .
Carload revenues, units and .
intermodal units ... ..... 754.0 704.9 - 49,1 7% -797.5 821.2 (23.7) %
Other revenue .. ........... 200 127 713 57%
Total revenues. . ........ $774.0 $717.6 $56.4 8%

Revenues for the year ended December 31, 2006 totaled $774.0 million compared to $717.6 million for
the comparable year ended December 31, 2005, which represented an increase of $56.4 million. Revenues

. increased despite a decrease in carloads mainly due 10 a reduction in the movement in finished vehicles for

exportation. The increase in 2006 was mainly attributable to targeted rate increases and fuel surcharge,
Cartoads are a standard measure used by KCS to determine the volume of traffic transported over its rail lines.
Imports into Mexico from the U.S., Canada and overseas rebresemed approximately 56.3% and 56.2% of total
revenues in 2006 and- 2005, respcctlvely Approx:mately 77 8% of total revenues in 2006 were attributable to
international freight..
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Chemical and Petroleum Products. ~Revenues rose $19.4' million in 2006 primarily due to price
increases, fuel surcharge revenue and volume increases over the prior year. The volume recovery increase was
largely attributable to Hurricanes Katrina and Rita which had adversely impacted the Gulf coast refineries.
Volume recovery was seen in fuel oil, diesel, gasoline and pet coke during 2006.

Forest Products and Metals. Revenues increased $26.8 million in 2006 compared to 2005, primarily due
to price strategies, longer hauls and increased fuel surcharge. Targeted rate increases were implemented in
2006 for movements of steel slabs and steel coil imports. Increased revente was seen from longer hauls to
Laredo as a result of a customer’s relocation of its distribution center from Zacatecas to Tuxtepec. Increases in.
the number of cross border paper imports were seen during the year as well.

Agriculture and Mineral. Revenues from agricuitural products increased $13.5 million comipared to
2005 primarily as a result of targeted rate increases and fuel surcharges. Volume increases in corn and sugar
were partially offset by reductions in import shipments of soybeans, sorghum and wheat products. Revenues
alsd- grew due to an embargo on Ferromex lines. There was also increased activity during the last quarter of
2006 not expected to be imported through the U.S.-Mexico border. The fructose market increased and it is still
growing without quotas on imports. The revenue increase has been favorable with movements of grain and
products from U.S. origin to destinations on the KCSM lines. These increases were negatively affected by a
reduction of volumes of sand and clay products, and lower traffic in route from Jaltipan to Queretaro, due to
dwell times at Ferrovalle. Additionally revenues were also affected by the reduction in consumption of
limestone in L4zaro Cardenas during the second quarter 2006.

Intermodal and Automotive. Intermodal revenue increased $7.8 million during 2006 compared to 2005,
as a result of increased numbers of steamship carriers that call at the port of Lazaro Cérdenas and consistent
transit times on Intermodal trains. Automotive revenue decreased $18.4 million in 2006 compared to 2005, as .
a result of a reduction in the movement of finished vehicles for exportation to the U.S. and Canadian markets.
Additionally, the movements of importation of finished vehicles, as well as the domestic distribution of these
vehicles, have declined due to the logistics of their transportation. ' ' ' '

Operating Expenses. The following summarizes Mexico operating expenses (in millions):

. Comparative Change
2006 2005 Dollars Percent
Compensation and benefits . . ......... ... ... ... $i23.4 $124.4 $(1.0) (1%
Purchased services . .. ........... e e 131.0 145.5 (14.5) -(10)%
Fuel............... e e 112.8 1063 =~ 65 6 %
EQUipMent CoSIS . . . ..o vt oo . 97.0 102.5 (5.5) (5)%
Depreciation and amortization . ............ .. ..... 893 88.9 04 0 %
Casualties and INSUFANCE . . v .« o v oo v v i nn e i e eene s 8.5 17.0 (8.5) '(50)%
KCSM employees’ statutory profit sharing ........... 59 - 41.6 (35.7) (86)%
Other . . o e e e e 27.4 47.3 (19.9) (42)%
Total OPErating eXPEnses . . .« v vv v e reeonnnorens $595.3 $673.5 - $(78.2) © (1%

Compensation and benefits. For the year ended December 31, 2006, salarics, wages and employee
benefits decreased $1.0 million compared to 2005. The decrease reflects a reduk:tion in headcount and the
depreciation effect of the Mexican peso against the U.S. dollar during 2006. This decrease was partially offset
by the annual salaries increase and the increase in wages and fringe benefits resulting from.labor negotiations
in July 2006. : :

Purchased services. Purchased services decreased $14.5 million in 2006 compared to 2005. Certain
trackage rights that were not used during 2006 resulting in lower costs, ameortization of deferred credits
established in connection with the push down of purchase accounting, and additional capitalization of certain
overhead costs, reduced purchased services during the year. These decreases were slightly "offset by increases
in management and professional fees during 2006.
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Fuel.  Fuel expenses increased $6.5 million in 2006 compared to 2005 primarily due to the volatility of
fuel prices during 2006. KCSM'’s average price per gallon for fuel increased 4.6% in 2006 as compared to the
prior year.

Equipment cost. Equipment cost decreased $5.5 million compared to 2005. This decrease was attributed
mainly to a reduction in the use of non-KCSM freight cars as a result of velocity and operations improvement.
This decrease was partially offset by the amortization of certain deferred charges and credits established in
connection with the push down of purchase accounting related to the fair value of operating leases for freight
cars. ’ :

Casualties and insurance. During 2006, casualties and insurance decreased $8.5 million compared to
2005. This decrease was primarily the result of lower costs associated with derailments compared to activity
that occurred during the second and third quarter of 2005.

Employees’ statutory profit sharing. The $35.7 million decrease in employee statutory profit sharing
expense for the year ended December 31, 2006 compared to 2005 was a resuit of four Supreme Court
decisions in May of last year which denied the deductibility of NOL’s in a company’s profit sharing liability
calculation. As a result of these court rulings the deferred profit sharing asset associated with these NOL’s was
written down during 2_005, which resulted in a non-cash charge to income of $35.6 million.

Other.  Other expenses decreased $19.9 million compared to December 31, 2005. This decrease primarily
reflects lower bad debt expense as compared to 2005 of approximately $9.3 million, the recognition of
transition cost of $2.0 million in 2005, a charge due to the revaluation of the inventory parts associated with
the maintenance of the catenary line in the second quarter 2005 of $1.6 million and losses on sale of property
prior to adoption of the group method of deprec:atlon on April 1, 2005, partially offset by a $1.3 million
increase in other leases.

Consolidated Non-Operating Expenses.

Consolidated Interest Expense. Consolidated interest expense increased $33.7 million for the year ended
December 31, 2006, driven primarily by the additional three months of KCSM interest expense. KCSM’s
interest expense for the three months ended March 31, 2005, was $27.4 million. The remaining difference was
due to higher average balances of and increased interest rates on floating rate debt in the current year.

Consolidated Debt Retirement Costs. Consolidated debt retirement costs increased $0.4 million for the
year ended December 31, 2006, compared to the year ended December 31, 2005. During the year ended
December 31, 2006, KCSR entered into an amended and restated credit agreement and wrote off $2.2 million
and KCSM refinanced its 10.25% senior notes and wrote off $2.6 million in unamortized debt issuance costs,
For the year ended December 31, 2005, $4.4 million in unamortized debt issuance costs were written off in
connection with the refinancing of KCSM's 11.75% debentures and its first amended and restated credit
agreement.

Foreign Exchange. For the year ended December 31, 2006, the foreign exchange loss of $3.7 million
compared to a gain of $3.5 million for the same period in 2005. During the year 2006 the U.S. dollar
appreciated approximately 1.7% relative to the Mexican peso,

Equity in Net Earnings (Losses) of Unconsolidated Affiliates.  Equity in earnings from unconsolidated
affiliates was $7.3 million for the year ended December 31, 2006, compared to $2.9 million for the year ended
December 31, 2005. Significant components of this change follow:

= Equity in losses from the operations of PCRC was $1.0 million for the year ended December 31, 2006,
compared to $1.7 million for the same period in 2005, The decrease in losses of $.7 million is the
result of a 13.1% increase in volume.

* Equity in eamnings of Southern Capital was $5.4 million for the year ended December 31, 2006, versus
$2.8 million for the same period in 2005, The $2.6 million increase in earnings is the result of a
reduction in depreciation expense as a majority of the locomotives owned by Southern Capital became
fully depreciated during the year, :
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« KCSM's equity in earnings of FTVM was $2.9 million for the year ended December 31, 2006,
.compared to $2.9 million for the same period in 2003,

+ Equity in losses of KCSM was $1.0 million for the year ended December 31, 2005.

Other Income. Other income increased $5.4 million for the year ended December 31, 2006, due to the
sale of land and other long term assets that were not associated with KCS's railroad operanons during 2006.

Consolidated Income Tax Prowsmn (Benefit). For the year ended December 31, 2006, KCS’ income tax
expense was $45.4 million, a change of $52.5 million as compared to a $7.1 mllhon benefit for the year ended
December 31, 2005. The effective tax rate increased from (9.3%) to 29. 4% for the years ended December 31,
2005 and 2006, respectively. This increase was primarily attributable to the absence of one-time items such as
the non-taxable VAT/Put settlement which occurred in 2005 and the 2005 write-off of deferred profit sharing
in Mexico. - '

-Following the acquisition of control of Grupo KCSM in 2005, the Company has not pr(;v;ided U.S. federal
income taxes on the undistributed-earnings of Grupo KCSM since the Company intends to reinvest such
earnings indefinitely outside of the United States. :

Year Ended December 31, 2005, Compared with the Year. Ended December 31, 12004

Net Income. Consolidated net income for 2005 increased $76.5 million compared to 2004 primarily as a
result of a $131.9 million gain resulting from the VAT/Put Settlement, partially offset by a reduction in
operating income of $21.2 million. Additionally, consollddtecl net income increased due to a reduction in
provision for income taxes of $30.7 million.

The reduction in consolidated operating income was driven primarily by an additional $37.8 million
charge in 2005 to recognize additional costs related to occupational and personal injury claims determmed as
a result of the annual actuarial study, which was completed during the third guarter of 2005, and the write off
of KCSM’s deferred tax asset related to statutory profit sharing. On a consalidated basis, .both revenues and
operatmg expenses were significantly impacted by the acquisitions completed during the year. In addmon 1o
the acquisitions, revenue growth for 2005 continued to be driven by increased volume, targeted rate increases
and increased fuel surcharges to help offset rising fuel prices. Consolidated operating costs generally increased
consistent with the volume increases, although price increases also impacted compensation and benefits and
fuel expense. ’ '

The following table summarizes the consolidated income statement components of KCS (in millions).
Certain prior period amounts have been reclassified to reflect changes to the current period presentation.

__ Change
' ] 2005 2004 Dollars Percent
REVEIUES . . it it it e e $1,352.0 $639.5 §$712.5 111%
Operating eXpenses . ... ..o vvv vy 1,289.7 556.0 733.7 132%
Operating income ................ciivrunnnn, -62.3 83.5 (21.2) (25)%
Equity in net earnings (losses) of uncensolidated o :
affiliates ... ... .. i e 2.9 4.5 7.4 (164)%
Interest expense. .« ... vi i e . (133.5) (444) (89.1) 201%- '
VAT/Put settlement gain, net . . .............ooovennn, 131.9 — 1319 ' —
Otherincome .. ...... ..., T 124 13.4 (1.0) (1%
Income before income taxes and minority interest. ... .. ' ;{6.0 48.0 280 " 58%
Income tax provision (benefit) . ... ............. ... .. () 236 (30 (130)%
Income before minority interest . . ................. 83.1 24.4 58.7 241%
MInOFLY interest . . .. ..oov vt (17.8) — (17.8) —
NEEINCOME .+ o - e e oot e et e e 0§ 1009 $244 $765  314%




U.S. Segment.

Revenues. The following table summarizes U.S. revenues, including the revenues and separate carload
statistics of KCSR, and Mexrail, for the year ended December 31, 2005 (in mitlions). For the year ended
December 31, 2004, the revenue and carload statistics are KCSR only. Certain prior period amounts have been
reclassified to conform to the current period presentation. '

Revenues Carloads and Intermodal Units
Change Change
2005 "2004 Dollars Percent 2005 2004 . Units Percent
General commodities: '
Chemical and petroleum . . . . . $153.5 $1350 §$ 185 14%  155.7 1479 . 18 5%
Forest products and metals ... 219.0 169.6 494 29% 211.7 197.3 144 7%
Agricultural and mineral . . . .. 179.2 125.2 540  43% 183.1 1494 337 23%
Total general commodities. .  551.7 429.8 121.9 28% 550.5 = 4946 - 559 . Ii%
Intermodal am_i automotive . ., 76.6 66.8 9.8 15% 3359 342.8 (6 9) (2)%
Coal............ EETERT 122.3 92.1 30.2 33% 2334 1947 38 7; . @%
Carload revenues, units and ' ’ | ‘
intermodal units. . .. .. .. 750.6 588.7 1619 . 28% 1,119.8 1,032.1 877 8%
Other revenue . .. .......... 53.8 50.8 3.0 6%
Total revenues . .. . .. ... . $804.4  $639.5 - $164.9 26%

For the year ended December 31, 2005, U.S. revenues increased $164.9 million. The Mexrail acquisition
accounted for $73.3 million of the increase in revenues for the year ended December 31, 2005. U.S. revenue
also experienced increases in all commaodity groups due to a combination of higher carloadings, targeted price
improvements and increased fuel surcharge revenue. Fuel surcharges increased to $52.0 million, which
accounted for $35.3 million of the increase in revenues for the year ended December 31, 2005, compared to
the same period in 2004, The following discussion provides an analysis of the segment’s revenues by
commodity group. Pending completion of the ongoing effort to change the Tex-Mex mark and finalize its
merger into KCS operations, carload data are presented based on the combination of the carloads for KCSR
and Mexrail, without elimination for cars interchanged between the two roads. -

Chemical and Petroleum. For the year ended December 31, 2005, U.S. chemical and petroleum products
experienced i increases in revenuss in all commodity groups with the exception of inorganic chemicals. These
increases were attributed to higher production, certain targeted rate increases and fuel surcharges. These
revenue increases were partiaily offset by the effects of plant and production shutdowns resulting from the
hurricanes during the second half of 2005. The impact of the Mexrail consolidation increased revenues
- $12.1 million in the chemical and petroleum product commodities for the year ended December 31, 2005.

Forest Products and Metals. For the year ended December 31, 2005, forest products and metals revenue
for the U.S. segment experienced growth'in all commodities compared to the same period in 2004, For the
year to date period, these increases resulted primarily from certain targeted rate increases and fuel surcharges
partially offset by the impact of hurricanes in the 3rd quarter of 2003. For the year ended December 31, 2005,
the consolidation of Mexrail contributed $19.0 million. to forest products and metals revenue.

Agricultural and Mineral. U.S. revenues in the agricultural and mineral products business unit increased .
for the year ended December 31, 2005. The increases were primarily the result of targeted rate increases and
fuel surcharges. Additionally, for the year ended December 31, 2005, all commedities, except grain,

_experienced increased traffic due to increased production. U.S. segment domestic grain carloads decreased,
primarily due to a slowdown in equipment cycle times resulting in lower equipment availability for the year
while the impact of local harvests moving to local feed mills reduced traffic in the third quarter of 2005
compared to the same period in 2004, Export grain carloads decreased primarily as a result of a decrease in
gulf coast export traffic including the effects of hurricane weather in the gulf coast region. For the year ended
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December 31, 2005, the consolidation of Mexrail contributed $30.7 million to agricultural and mineral
products revenue,

Intermodal and Automotive. Revenue for the U.S. segment intermodal and automotive commodity group
for the year ended December.31, 2005, increased $9.8 million compared to the same period in 2004.
Excludmg the impact of the acquisition of Mexrail, intermodal traffic declined for the year ended December 31,
2005. The declines were the result of changes in shipper traffic patterns as well as the effects of hurricane
weather during the third quarter of 2005. Automotive traffic decreased as a result of decreased volumes from
manufacturers for the year ended December 31, 2005. For the year ended December 31, 2005, the
consolidation of Mexrail contributed $5.5 million to intermodal and automoti\{e products revenue.

Coal. Increases in U.S. segment coal revenues for the year ended December 31, 2005, compared to the
.same _period in 2004 were due primarily to the addition of two new coal customers that were previously served
by other railroads, certain targeted rate increases refated to renegotiated contracts and overall increases in
carloadings and traffic volumes at certain electric generating stations in responsc to demand. Mexrail has no
significant coal revenues. : :

Operarmg Expensev For the year ended December 31, 2005, U.S. operating expenses increased
$203.3 million (36.6%), when compared to the same period in 2004. Of this increase, $83.3 million was»
attributable to the consolidation of Mexrail’s operations for the year ended December 31, 2005. The following
table summarizes U.S. operating expenses of KCSR and Mexrail for the year ended December 31, 2005
fin millions). For the year ended December 31, 2004, the operating expenses are KCSR only,

Change

2005 2004 Dollars Percent

Compensation and benefits . . . . ... ............oooo... $2448 $2130 $318  15%

Purchased services . .. . ... U e 84.6 623 223 36%
Fuel. ............. e e e 123.8 66.4 574 86% .

EQUIPMENT COSIS . - -« o v oottt e e e e 68.9 50.4 18.5 37%

Depreciation and amortization . ......... ... ene..- 60.0 53.5 6.5 12%

Casualties and inSUTANCE. . .. . ... ... i 88.7 424  -463  109%

Other....... S P 885 680 205 _30%

“Total operating expenses. . ... ..ottt e $759.3  $556.0 $203.3 31%

Compensation and benefits.  Increases in compensation and benefits expense for the year ended
December 31, 2005, compared to the same period in 2004 were primarily the result of annual wage and salary
rate increases which were effective July 1, 2004, as well as higher employee counts. For the year ended
December 31, 2005, the consolidation of Mexrail added $19.4 million to compensation and benefits expense,
The average headcount for the year ended December 31, 2005, was approximately 3,060 compared to
approximately 2,740 for the same period in 2004, including an increase of employees as a'result of the
consolidation of Mexrail.

Purchased services.” Purchased services expense for the year ended December 31, 2003, increased
compared to the same period in 2004, primarily as a result of the consolidation of Mexrail’s operations.
Mexrail has historically contracted for services in the maintenance of equipment and way and structures.
Accordingly, Mexrail contributed $19.7 million to purchased services expense for the year ended December 31,
2005. ‘

Fuel. Fuel expense increased for the year ended December 31, 2003, compared to the same period in
2004. This increase was the result of a 50.5% increase in the average price per gallon, as well as a 26.0%
increase in consumption. For the year ended December 31, 2005, the consolidation of Mexrail added
$11.9 million to fuel expense.

Equipment costs. Equipment costs for the year ended December 31, 2003, increased compared to the
same period in 2004, Of this increase, $15.2 million was related to the Mexrail acquisition for the year ended
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December 31, 2005. Excluding the impact of the Mexrail acquisition, equipment costs.increased for the year -
ended December 31, 2005, primarily as a result of increased equipment lease costs related to higher traffic
levels and demand

Deprecmt:on and amortization. -Depreciation and amortization expense for the year ended December 31,
2005, increased compared to the same period-in 2004, primarily as a result of a higher asset base, partially . .
offset. by property retirements: For the year ended December 31, 2005, the consolidation of Mexrail added
$3.5 million to deprectation and amortization expense

,Casua!ues and insurance. Durmg the third quarter of 2005 the Company recorded a $37 8 million pre- .
tax charge reflecting changes in its estimates for the cost of personal injury claims, which includes $7.5 million
related to the Company’s first actvarial estimate of the cost of incurred but not reported occupational illness
claims. The charge was recorded in “Casualties and Insurance” expense. The majority of the increases for
FELA and third party claims are attributable to adverse éxperience versus the study, including an increase in
the number of new claims and adverse developments in the dollar amount of ¢laims and potential settlements
for many significant prior claims. Increase related to occupational illness claims resulted primarily from a first
time actuarial study. The Company is continuing its practice of accrumg moiithly for estimated claim costs dt
levels recommended by the actuarial study, and those accruals have been'increased accordmgly BERES

Mexico Segment. _ L

KCS acquired a controlling interest in KCSM effective April 1, 2005. The nine month period ended
December 31, 2003, results reflect charges and costs associated with the acquisition and integration, as well as
the effect of valuation adjustments as required by purchase accounting. Management evaluates the results of its
Mexico operations based on its operating performance during the current year and comparison to plan.

Revenues. The following table summarizes consolidated Mexico revenues, including the revenues
(in millions) and carloads statistics (in thousands), for the nine month periods ended December 31, 2005 and
2004. Although not consolidated in previous years, revenue recognition policies for the Mexico operations
were consistent with those of U.S. operations in all material respects; therefore, commodity statistics are
presented for purposes of comparison. Unaudited results for the nine months ended December 31, 2004 are
presented for compdrdttve purposes. :

' Revenues ’ . "Carloads and Intermodal Units
Change ) Change
) 2005 2004 Dollars Percent 2005 2004 Units . Percent
General commodities:
Chemical and petroleum. ....... $945 $ 947 $(0.2) ({M% 714 763 (5.1 (7Y%
Forest products and metals . . . . .. 141.5 120.5 21.0 "% 1473 1433 40 3%
Agricultural and ‘mineral. . . . .. .- 168.9 158.6 10.3 6% 1524 162.1 (9.7) '(LS)%
Total general commodities . ... 4049 3738 31.1 8% 3711 3819 (10.8) (%
Intermodal and automotive . , ... 1319 130.3 1.6 1% 2502 253.0 2.8y . (D%
Carload revenues, units-and . - o - L } . o
intermodal units . .. .. .. ... 5368 504.1 32.7 6% 6213 6349 (13.6) ()%
Other revenue ., .. .. AN 108 © 64 4.4 69%
Total revenues . . . . . SO ... $5476  $510.5 $37.1 1%

Revenues for the nine months ended December 31, 2005, totaled $547.6 million compared to $510.5 mil-
lion for .the same period:in 2004, an increase of $37.1 million. This increase was primarily attributable to the
impact of fuel surcharges of $23.9 million which increased $21.5 million over the nine months ended
December 31, 2004, and increases in other factors of $15.6 million.

Chemical and Petroleum. Revenues from chemical and petrochemical products during the nine months
ended December 31, 2005, decreased from the same peried in 2004 primarily due to-disruptions related to.the
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impact of hurricanes offset by increases in Mexican domestlc revenues for the same period, primarily re]ated
to the higher consumption of fuel products. :

Forest Products and Merals. Domestic revenues increased during the nine months ended December 31,
2005, as a result of an increase in the production volumes of construction materials such as billets, bar and
wire. Steel slab and steel-coils revenue decreased as a result of lower international traffic, related to reduced
consumption by manufacturing industries offset in part by certain targeted rate increases and fuel surcharges.

Agriculture and Mineral. Revenues from agriculture products increased during the nine months ended
December 31, 2005, compared to the same periods in 2004. The increases were primarily the result of targeted
rate increases and fuel surcharges. Volume increases were seen in corn and sugar partially offset by reductions
in import shipments of soybeans, sorghum and wheat products during the same 2005 period.

Intermodal and Automotive. Intermodal freight revenue increased $1.6 million for the nine month period
ended December 31, 2005, compared to the same period in 2004. This increase was primarily attributable to
the consolidation of steamship service at the port of Lizaro Cérdenas with the support of the port
administration and Hutchinson Terminal. Automotive revenues for the nine month period énded December 31,
2005, decreased primarily as a consequence of lower domestic traffic offset by targeted.increases in rates.

Operating Expenses. Mexico operations reported operating cxpensés of $530.3 million in the nine
months ended December 31, 2005. The following table summarizes operating expenses of KCSM for the nine
months ended December 31 (in millions):

Change
2005 2004 ‘Dollars Percent
Compensation and benefits . ........... e .. %956 $872 $ 84 10%-
Purchased services . ........... ... ..o vhit, L. 1087 120.5 (11.8). '(10)%
FUEL . ot - 831 - 653 178 . 27%
Equipment €osts . ... .. .. ..ot 80.9 66.9 14.0 21%
Depreciation and amortization. ... ........ e 67.7 66.6 1.1 2%
Casualties and inSUFANCE . ... ... ittt e 14.7 97 50 52%
KCSM employees’ statutory profit sharing. ... ........... 411 2.1) 432 (2,057)%
Other . ... 38.5 23.8 14.7 62%
" Total Operating eXpenses . . . . ........ooori e $530.3  $4379 $924 21%

Compensation and benefits.  Salary expenses increased $8.4 million for the nine months ended Decem-
ber 31, 2005 compared to the same period in 2004. The increase was largely attributable to the net effects of
annual salary increases (4% in June 2005) and the increase in wages and fringe benefits as a result of our
labor agreement revision in July 2005 (4.5% in wages and 2% in fringe benefits).

Purchased services, 'Costs of purchased services decreased by $11.8 million for the nine months ended
December 31, 2005 compared to the same period in 2004. Costs of purchased services consist primarily of
expenses related to equipment maintenance, haulage, terminal services, security expenses and legal expenses.
The decrease includes the effect of establishing a fair market value for locomotive maintenance agreements
under purchase accounting of $4.9 million. As a result of the acquisition of Grupo KCSM, Management fee
agreements were cancelled, resulting in a reduction of expenses. Additionally, lower legal costs related to the
VAT refund claim and a lower cost of expatriates as a result of a personnel restructuring program contributed
to the decrease.

Fuel. Fuel expenses increased for the nine months ended December 3!, 2005 compared to the same
period in 2004 primarily due to the volatility of fuel.prices during 2005 and higher fuel consumption compared
to 2004,

' Equipment cost. Equipment cost increased for the nine months ended December 31, 2005 compared to
the same pericd in 2004, The variance is attributable principally to an increase in the number of hours and
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number of movement miles in 2005 compared to 2004 for current traffic. Additionally the increase includes
the effect of purchase accounting under which KCSM established a fair market value for all the operating
leases for locomotives and freight cars. This, along with a higher number of freight cars leased for the nine
months ended December 31, 2005 compared to 2004, resulted in higher rental expense.

Depreciation and amortization. Depreciation and amortization expenses in 2005 increased for the nine
months ended December 31, 2005 compared to the same period in 2004. This increase includes the effects of
purchase accounting, whereby the book values of assets were adjusted upward based on a market value
appraisal along with capital improvements to the lines resulting in additional depreciation and amortization.
This increase was offset by the effect of changes in the estimated useful lives on properties, machmery and
equipment resultmg in a lower depreciation expense in 2005. '

Casualties and insurance. These expenses increased for the nine months ended December 31, 2005
compared to the same period ended in 2004, These increases were primarily the result of costs associated with
derailments that occurred over the nine months ending in 2005. Thls increase was pamally offset by a
reduction in the insurance premxums compared to 2004.

Employees’ statutory profit sharing. The increase in the employees’ statutory profit sharing for the nine,
~months ended December 31, 2005 compared to the same period in 2004 was a result of recent Mexican
Supreme Court decisions in May 2005 denying the deductibility of NOL's in calculating the Company’s
employees’ profit sharing liability. As part of purchase accounting, KCS valued the profit sharing NOL asset
at zéro as a result of the court rulings and wrote off the deferred profit sharing asset associated with these
NOL’s. This resuited in a charge to income of $35.6 million.

Other.  For the nine months ended December 31, 2005, these expenses increased compared to the same
period ended December 31, 2004. The increase was primarily due to the reduction in value of certain assets
after purchase accounting as well as management’s decision to increase the allowance for doubtful customer
accounts based upon current prospects. for collection of certain customer accounts.

" Consolidated Non-Operating Expenses.

Consolidated Interest Expense. Consolidated interest expense increased $89.1 million for year ended
December 31, 2005, when compared to the twelve months ended December 31, 2004. This increase was the
result of higher floating interest rates incurred under the credit agreement, increased borrowings under the
revolving credit facility, interest associated with the debt assumed as part of the locomotive acquisition from
El-Mo and the addition of interest expense of $71.4 million for the nine months ended December 31, 2005,
due to the acquisition of KCSM and $1.1 million for the twelve months ending December 31, 2005, due to the
acquisition of Mexrail. ' ‘

Consolidated Debt Retirement Costs.. Consolidated debt retirement costs increased $0.2 million for the
year ended December 31, 2003, when compared to the same period in 2004. For the year ended December 31,
2005, $4.4 million in unamortized debt issuance costs were written off primarily in connection with the
refinancing of KCSM’s 11.75% debentures and its First Amended and Restated Credit Agreement dated as of
June 24, 2004, During the year ended December 31, 2004, KCS recorded $4.2 million of debt retirement costs
rcsultmg from the write-off of the unamortized balance of debt i issuance costs associated with the previous
credit facility. .

Equity in Net Earnings (Losses) of Unconsolidated Affiliates. For the year ended December 31, 2005,
equity in earnings from other unconsolidated -affiliates was $3.9 million compared to equity in losses from
other unconsolidated affiliate of $2.1 million for the same penod of 2004. Significant components of this
change were as follows:

« For the year ended December 31, 2005, equity'in losses from the operations of PCRC was $1.7 million,
compared to $2.1 million for the same period in 2004.

+ For the year ended December 31, 2005, equity in earnings of Southern Capital was $2.8 million,
" compared to $2.7 million, for the same period in 2004. - '
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+ For the nine months ended December 31, 2005, KCSM's equity in earnings of Ferrocarnl y Terminal
" del Valle de Meéxico, $.A. de C. V. (‘FTVM”) was $2.9 miliion.

For 2005, earnings for Southern Capltal were $13.1 million compared to $11.8 mllhon in 2004. This
increase of $1.3 million was primarily the result of a gain recognized by Southern Capltal for the sale of
locomotives in 2005 of apprommately $7.7 million as compared to $6.0 million in 2004. The sales of

‘locomotives were to KCSR in the second quarters of 2005 and 2004, respectively. For purposes of recording
its share of Southern Capltal earnings, the Company has recorded its share of the gain as a reduction to the
cost basis of the equipment acquired. As a reqult the Company will recognize its equity in the gain over the
remaining depreciable life of the locomotives as a reduction of depreciation expense.

Consolidated Income Tax Provision (Benefit). For the year ended December 31, 2005, KCS’s income
tax benefit was $7.1 million, a change of $30.7 million as compared to a $23.6 million expense for the year
ended December 31, 2004. This change was pnmanly due to the complexiti€s relating to Mexico taxes
resulting in an effective income tax’ rate of (9.3%) and 49.1% for the years ended December 3 1, 2005 and
2004, respectively. The primary causes of the decrease in the consolidated effective rate were the VAT/Put
Seftlement, the utilization of U.S. tax credits enacted for the tax year 2005, a iower Mexican statutory tax rate
of 30%' as compared to U.S. statutory rate of 35%, and foreign exchange rate fluctuations and inflation. The
VAT/Put Settlement gain was not taxable in Mexico and is not expected to be taxable for U.S. income tax
purposes. The Company believes, based upon opinions of outside legal counsel and other factors, that the
VAT/Put Settlement should not be taxable to KCS for U.S. income tax purposes. Such posmon has not been
" examined by taxing authorities and it is possible that this position could be challenged. The amount of such
tax would be naterial; however the Company believes that it would have the right to indemnification under ;
the terms of the Acqmsmon Agreemem

Following the acquisition of control of Grupo KCSM in 2005, the Company has not provided U.S. federal
income taxes on the undistributed earnings of Grupo KCSM since the Company intends to reinvest such
earnings indefinitely outside of the United States.

LIQUIDITY AND CAPITAL RESOURCES
Overview

KCS's primary uses of cash are to support operations; maintain and improve its railroad and information
systems infrastructure; pay debt service and preferred stock dividends; acquire new and maintain existing
locomotives, rolling stock and other equnpment and meet other 0bl1gat10ns See “Cash Flow Information and
Contractual Obligations” below. P

KCS has a Debt/Equity ratio of 52.6 percent. [ts primary. sources of liquidity are cash flows generated
from operations, borrowings under its revolving credit facilities and access to debt and equity capital markets.
Although KCS has had excellent access to capital markets, as a highly leveraged company, the financial terms
under which funding is obtained often contain restrictive covenants. The covenants constrain financial
- flexibility by restricting or prohibiting certain actions, including the ability to incur debt, create or suffer to
exist liens, make prepayments of particular debt, pay dividends, make capital investments, engage in
transactions with stockholders and affiliates, issue capital stock, sell certain assets, and engage in mergers and
consolidations or in sale-leaseback transactions. On December 31, 2006, total available liquidity (the
unrestricted cash balance plus revolving credit facility availability) was $144 million.

" As a result of KCS_acciuiring a controlling interest in Grupo KCSM and KCSM, both companies became
subject to the terms and conditions of the indentures governing KCSR’s two senior notes issues. The restrictive
covenants of these indentures limit the ability of Grupo KCSM and KCSM to incur additional debt for any
purpose other than the refinancing of exlsnng debt and cenam new asset ﬁnancmg

During 2006 KCS’ ability to access capital markets was affected by the late filing of the Company s’
annua! report on Form 10-K for the year ended December 31, 2005, This late filing also caused defaults under
the Company’s credit agreements due to the Company’s failure to meet certain reporting requirements.
Additionally, the Company’s ability to incur additional indebtedness and pay cash dividends was restricted by
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the Company’s failure to comply with certain financial ratios under its indentures and credit agreements. A
consequence of the late filing of the Company’s annual report on Form 10-K for the year ended December 31,
2005 and its failure to pay dividends on preferred stock was that its ability to quickly access the public equity
markets has been reduced. significantly, since KCS did not qualify as a “well-known seasoned issuer” and also
cannot utilize the short-form registration statement on Form S-3. KCS paid accrued and unpaid and current
dividends on its outstandirfg 4% Preferred Stock, Series C Preferred Stock and Series D Preferred Stock on
February 15, 2007, and believes it will become a well-known seasoned issuer and again be eligible to use
short-form registration on Form $-3 on May 1, 2007, as described below in “Shelf Registration Statements and
Public Securities Offerings.” KCS sought and obtained amendments and waivers for each of these defaults in .
2006. '

The Company believes, based on current expectations, that cash and other liquid assets, oper:iiing cash
flows, access to capital markets, and other available financing resources will be sufficient to fund anticipated
operating, capital and debt service requirements and other comnmitments through 2007. However, KCS’
operating cash flow and financing alternatives can be unexpectedly impacted by various factors, some of
which are outside of its control. For example, if KCS was to experience a substantial reduction in revenues or
a substantial increase in operating costs or other liabilities, its operating cash flows could be significantly
reduced. Additionally, the Company is subject to economic factors surrounding capital markets and its ability
to obtain financing under reasonable terms is subject to market conditions. Further, KCS’ cost of debt can be '
impacted by independent rating agencies, which assign debt ratings based on certain credit measurements, such
as interest coverage and leverage ratios. ’

As of December 31, 2006, Standard & Poor’s Rating Service (“S&P”) rated the senior secured debt as
BB —, our senior unsecured debt as B— and the preferred stock as D. S&P alse maintained a corporate rating
on KCS of B and had a negative outlook. Moody’s Investor Service (“Moody’s”) rated the senior secured debt
as Ba2, the senior unsecured debt as B3 and the preferred stock as Caal. Moody’s also maintained a
probability of default rating on KCS of B2 and had a stable outlook. On February 8, 2007, S&P changed the
Company’s outlook from negative to stable and on February 16, 2007, they upgraded the rating on the
preferred stock from D to CCC.

Long Term Debt and Credit Facility Activity.

On March 1, 2006, KCS, KCSR, and other KCS subsidiaries entered into a fourth waiver (the “Fourth
Waiver”) of the credit agreement dated March 30, 2004 (the “2004 Credit Agreement”). Under the terms of
the Fourth Waiver, which was to expire on April 30, 2006, the Lenders agreed to waive the requirement that
KCS maintain a leverage ratio (as defined in the 2004 Credit Agreement) of not more than 5.00:1 for the
quarter ended December 31, 2005, provided that such ratio did not exceed 5.50:1. The rano did not exceed
5.50:1.

On March 31, 2006, KCSM failed to meel certain reporting requirements under the 2005 KCSM Credit
Agreement and had not met the leverage ratio covenant at the end of 2005. These failures resulted in defaults. -
under the 2005 KCSM Credit Agreement and limited KCSM’s access to the revolving credit facility. On
April 7, 2006, KCSM entered into an amendment and waiver (“Amendment and Waiver”) to the 2005 KCSM
Credit Agreement. The 2005 KCSM Credit Agreement was amended to (i) exclude certain payment obligations
accrued under two locomotive maintenance agreements and under a track maintenance rehabilitation agreement
from the definition of Indebtedness, (ii) eliminate certain minimum and multiple borrowing thresholds for peso
borrowings under the revolving credit facility and (iii) eliminate the reporting requirement to provide
unaudited consolidated financial statements for the fourth fiscal quarter. The Amendment and Waiver also
waived certain reporting requirements, including the requirement of KCSM to provide audited consolidated
financial statements 90 days after the end of the 2005 fiscal year, provided such reports were delivered by
April 30, 2006, and compliance with the Consolidated Leverage Ratio obligations of Section 7.1(c) of the
2005 KCSM Credit Agreement for the four quarters ending December 31, 2005, if compliance therewith was
calculated without giving effect to the amendment to the definition of “Indebtedness” in the Amendment and
Waiver, provided that KCSM was in compliance therewith after giving effect to the Amendment and Waiver.
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KCSM is not curremly in default under the 2005 KCSM Credit Agreement and currently has access to the -
revolving credit fac1llty / , . .

On April 7, 2006 KCS KCSR and other KCS subsidiaries enrered into a fifth waiver of the 2004 Credit
Agreemem (the “Flfth Waiver”). Under the terms of the Fifth Waiver, which was to expire on April 30, 2006,
the Lénders agr/eed to waive the requirement of Section 5.03(b) that KCS furnish a copy of its 2005 annua]
audited financial statements by March 31, 2006, so long as KCS furnished such audited financial statements

by, Aprl] 30, 2006 The Company furnished such audited financial statements by that date.

, On April 28, 2006, KCS, KCSR and the other subsidiary. guarantors named therein entered into an
amended and restated credit agreement (the “2006 Credit Agreement™), in an aggregate amount of $371.1 mil-
/ lion with The Bank of Nova Scotia and other lenders named in the 2006 Credit Agreement. Proceeds from the
* 2006 Credit Agreement were used to refinance the 2004 Credit Agreement. The 2006 Credit Agreement -
/‘ consists of (a) a $125.0 million revolving credit facility with a letter of credit sublimit of $25.0 million and
swing line advances of up to $15.0 million, and (b) a $246.1 million term loan facility. The maturity date for
; the revolving credit facility is April 28, 2011 and the maturity date of the term loan facility is April 28, 2013.
' The 2006 Credit Agreement contains covenants that restrict or prohibit certain actions, including, but not
limited:to, KCS’ ability to inclir debt, create or suffer to exist liens, make prepayment of particular debt, pay
dividends, make investments, engage in transactions with stockholders and affiliates, issue capital stock, sell
certain assets, and engage in mcrgers and consolidations or in sale-leaseback transactions. In addition, KCS
must meet certain consolidated intéfest coverage and leverage ratios. Failure to maintain compliance with the
covenants could constitute a default which could accelerate the payment of any outstanding amounts under the
2006 Credit Agreement.

- On October 23, 2006, pursuant to an offer to purchase dated such date, KCSM commenced a cash tender
offer and consent solicitation for any and all outstanding $150.0 million aggregate principal amount of its
10%% Senior Notes due 2007 (the “KCSM 2007 Senior Notes™). The consent solicitation expired on
November 3, 2006, KCSM received consents in connection with the tender offer and consent solicitation from
holders of over 97% of the KCSM 2007 Senior Notes to amend the indenture under which the KCSM 2007
Senior Notes were issued (the “2007 Indenture”), to eliminate substantially all of the resirictive covenants
included in the 2007 Indenture. The supplemental indenture relating to the KCSM 2007 Senior Notes
containing the proposed changes (the “2007 Supplemental Indenture”)-became effective on November 21,
2006, The tender offer expired at midnight, New York City time, on November 20, 2006 and KCSM purchased
tendered notes on November 21, 2006, in accordance with the terms of the tender offer.

On quember 21, 2006 KCSM issued $175.0 million of new, unsecured', 7%% senior notes due 2013 (the
“KC&SM 2013 Senior Notes”). Proceeds from the issuance were used to purchase the $146.0 million of
tendered KCSM 2007 Senior Notes and repay $29.0 miltion of term loans under the 2005 KCSM Credit
Agreement. '

On January 29, 2007, the Company commenced a consent solicitation to amend the indentures under
which KCSR's 9%:% Senior Notes due 2008 (the “9%% Notes™) and 72% Senior Notes due 2009 (the
“7%% Notes” and togelhcr wnh the 9%9% Notes; the “Nofes”) were issued. The Company identified certain
inconsistencies in thé language of the indentures which prevented KCS from obtaining a coverage ratio of at
least 2.00:1. The purpose of the consent solicitation was to (i) resolve an inconsistency in the inclusion of
certain expenses, but not the income, of restricted subsidiaries in the calculation of the consolidated coverage
ratio under the indentures, (ii) amend the definition of refinancing indebtedness to allow the inclusion of
certain related _premiums, interest, fees and expenses in permitted refinancing indebtedness and (iii), obtain
waivers of any defaults arising from certain actions taken in the absence of such proposed amendments. On
February 5, 2007, thé Company obtained the requisite consents from the holders of each series of Notes to
amend their respective indentures as described above and executed supplemental indentures containing such
amendments and waivers.

. On January 31, 2007, KCS provided written notice to the lenders under the 2006 Credit Agreement of
certain representation and other defaults under the 2006 Credit Agreement arising from the potential defaults
which existed under the KCSR indentures governing the Notes as described above: These defaults limited
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KCSR's access to the revolving credit facility. In its notice of default, the Company; also reqdésted that the

lenders waive these defaults. On February 3, 2007, the Company received a waiver of\such defau]t:, from all

of the lenders under the 2006 Credit Agreement The Company is current]y not in default of the" 2006 Credit
Agreement and has access to the revolving credit facility.

. Cash Flow Information and Contractual Obligatiogzs. R

N N
Summary cash flow data follows {in millions):” ' A
2006 - 2005 2004

S

Cash flows provided by (used for):

Operating activities . .. .. ......ooeoi $267.5  $1788 $ 1427
Investing activities . . . . . [P S ~ (166.0)  (289.5)  (376.8)
Financing aCtIVlIle ................................... (53.6) 103.2 137.3
Net increase (decrease) in CdSh and cash equivalents. . ........... 479 (71.5). .+ (96.8)
Cash and cash equivalents at-beginning of year. . . .. ............ 31.1 38.6 135.4
Cash and cash equivalents at end of year. . ............. ... $ 790 $ 311 °$ 386

. During 2006, the consolidated cash position increased $47.9 million due to increased operatlﬁg, income

which was partially offset by additional payments for the acquisition of Grupo KCSM and the refinancing and *
repayment of debt. During 2005, the consolidated cash position decreased $7.5 million due to an increased
level of capital expenditures. The primary sources of cash were cash inflows from operating activities, the
issuance and assun{ption of long-term debt, the issuance of preferred stock and borrowings under the revolving
credit facilities. The primary uses of cash were for capital expenditures, investments in affiliates, repayment of
long-term debt and the repurchase of KCS’ common stock.

KCS' cash flow from operalions has historically been positive and sufficient to fund operations, roadway
capital expenditures, other-capital improvements and debt service. External sources of cash (prmc:pu]ly bank
debt, public debt, preferred stock and leases) have been used to refinance existing indebtedness and ‘to fund
acquisitions, new investments and equipment additions. .

Operating Cash Flows. The following summarizes consolidated operating cash flow information (in
millions): :

2006 2005 2004

Netincome ......................... e $1089 $1009 §$ 244
Depreciation and amortization . ... .............. e 155.0 127.7 535
Equity in undistributed losses (earnings) of unconsolidated affiliates . . (7.3) 2.9) 4.5
VAT/put settlement gam ..................... e e — (1319 —
Minority interest .. ......... e 0.3 (17.8) —
Distributions from unconsolidated affiliates. . . .. .. .............. 4.5 83 88
Deferred iNCOME tAXES . « .+« v v e e e e e e 41.0 (17.3) 35.9
. KCSM employees’ statutory profit sharing . ................. e 59 41.1 —
Loss (gain) on sale of assets. . . . ... ... . .. e, (7.8) . 1.0 (3.8}
Changes in working capital items . .. ........ ... .. .. ... ....... (24.5) 459 1.3
Other, Nel . e (8.5 23.8 18.1
Net cash flow provided by oberaling activities .. ... e $2675 % 1788  $142.7

Net operating cash flows for 2006 increased $88.7 million to $267.5 million compared to $178.8 million
in 2005. This increase in operating cash flows was primarily attributable’to better operating performarice and
the consolidation of KCSM for twelve months in 2006 as compared to nine months in 2005. The increase was
partiaily offset by changes in working capital balances relating to the timing of payments and receipts.
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% - Net operating cash flows for 2005 mcreased $36 l m1llton to $178 8 million largely due to the
consolidation of KCSM which was pamally offset by changes in workrng capital relatmg to the timing of
payments and receipts. :

Pad

lnvesring Cash Flows. Net investing cash outflows ‘were $166.0 million and $289.5 million during 2006
and 2005, respectively. This $123.5 million decrease was related to decreased capital expenditures, increased
property sales and the receipt of the MSLLC investment from NS.

Net mvesting cash outflows for 2005 decreased $87.3 million from 2004 due prirnarlly to the investments
in Mexrail and Grupo KCSM in 2004. During 2005, KCS capital expenditures increased $158.5 million, of
whlch KCSM and Mexrarl contrlbuted $100.6 million.

Fmancmg Cash Fiows. Financing cash inflows were derived from the issuance of long -term debt
including borrowings under the_revolving credit facilities, the issuance of preferred stock and proceeds from
the issuance of common stock under employee stock plans. Financing cash outflows were used for the
repayment of debt, the repurchase of KCS’ common stock, the payment of dividends on KC§" preferred stock
and the payment of debt and preferred stock issuance costs. Financing cash flows for 2006 2005, and 2004

. were' as follows:

» Financing cash outflows for 2006 were $53.6 million, resulting-primarily from the repayment of short:
and long term 'debt, including amounts related to the Grupo KCSM acquisition, and the costs associated
. with refinancing debt.During 2006, KCS entered into a new $371,1 million amended-and restated
credit agreement and uséd ‘the proceeds to repay all amounts outstandmg under the previous credit
_agreement, KCS also, borrowed a net amount of $27.5 million under the Tex-Mex RRIF loan, repaid a
net amount’ of $2.0 million under the KCSR revolving’ credlt facility and repaid other amounts. KCSM
‘issued $175.0 million of 7%9% senior unsecured notes and vsed the proceeds to purchase $146.0 million
of its 10%% senior unsecured notes and repay $29.0 million under its term loan facility. KCSM also
used cash. on hand to repay all amounts outstandmg under its revolving credit facility.

+ Financing cash flows for 2005 were $103.2 m1lllon resulting primarily from borrowmgs under the
’revolvmg credit facilities. Dunng 2005 KCS issued $210.0 rntllton of preferred-stock and the net

* proceeds were used to repurchase 9.0 million shares of KCS common stock. KCS also assumed debt

. under .a purchase agreement for 75 locomotrves of whrch $24.3 million was outstanding at year end,

borrowed $21.7 million under the Tex-Mex RRIF loan; and had borrowings of $92.0 million outstand-
ing at year ‘end under the -KCSR revolving credit facility. KCSM issued $460.0 mllllon of 9%% senior
unsecured notes, and entered into a $106.0 million’ credit facrhty The proceeds from these last two
financings were used by KCSM to repay $443.5 million of.senior discount debentures, $31.0 million
_under a bridge loan, the remaining balance of $67.5 mrllron under the prevrous credrt fac111ty and the
costs assocrated with the transactrons ’ o ‘ -

- . 1-., .

. Fmancmg cash flows for- 2004 were $137 3 million, resulting pnmartly from borrowmgs under a new

$350.0 million credit agreement consisting of a $250.0 million tefm'loan facility and a $100.0 mlllton
“revolving credit facility. KCS used $100.0 million of the termi loan to fund a portton of the escrow

“account under the acqu1srt1on of Grupo KCSM
= Proceeds from the sale of KCS commion stock pursuant 1o employee stock plans were, $8 6 mlllron
$1.7 million and $7.4 m1llton in 2006, 2005 and 2004, respecuvely :

* Payment of cash dividends were $4.3 million, $8.7 million and $8.7 million in 2006, 2005 and 2004,
respectively. Dividends of approximately $0.2 million were paid each year on the 4.0% noncumulative
preferred stock; approximately $2.1 million, $8.5 million and $8.5 million of dividends were paid in
2006, 2005 and 2004, respectively, on the Series C Preferred Stock; and approxrmately $2.0 million of
dividends were paid in 2006 on the Series D Preferred Stock. Cumulative dividends in arrears were -
paid February 15, 2007: Refer to-Note 16 to the Consolidated Fmanc1al Statements in Item 8.of thrs
Form 10-K.
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Contractual Obligations. The following table outlines the material obligations under long-term debt,
operating lease and other contractual commitments on December 31, 2006 (in miilions). Typically, payments
for operating leases, other contractual obligations and interest on long-term debt are funded through operating
cash flows. Principal payment obligations on long-term debt are typically refinanced by issuing new long-term
debt. If operating cash flows are not sufficient, funds received from other sources, including borrowings under
credit facilities and proceeds from property and other asset dispositions might also be available. These -
obligations are customary transactions similar to those entered into by others in the transportation industry.
KCS anticipates refinancing certain parts of the long-term debt prior to maturity,

Payments Due by Period

Less Than 1-3 3-5
Total 1 Year Years Years Thereafter
Long-term debt (including interest and : .
capital lease obligations)(i).......... $2,496.7 $2434 $ 6976 $351.0 31,2047
Operating leases. . . ................. 058.6 123.6 205.5 167.9 461.6
Other contractual obligations(il) ........ 508.7 89.3 130.6 94.8 194.0

Total contractual obligations . . ....... $3,964.0 $456.3 $1,033.7 6137 $1,860.3

(i) Includes current and long-term liability related to Grupo KCSM acquisition.

(ii} Other contractual obligations include purchase commitments and certain maintenance agreements,

In the normal course of business, the Company enters into long-term contractual requirements for future
goods and services needed for the operations of the business. Such commitments are not in excess of expected
requirements and are not reasonably likely to result in performance penalties or payments that would have a
material adverse effect on the Company’s liquidity.

The Company is party to three utilization leases covering 888 ratlcars where car hire revenue as defined
in the lease agreements is shared between the lessor and the Company. The leases expire at various times
through 2011. Amounts that may be due to lessors under these utilization leases vary from month to month
based on car hire rental with the minimum monthly cost to the Company being zero. Accordingly, the
utilization leases have been excluded from contractual obligations above.

Off-Balance Sheet Arrangements.

As further described in Note 3 to the Consolidated Financial Statements in Item 8 of this Form 10-K,
KCSR holds a fifty percent interest in Southern Capital. Southern Capital’s principal operations are the
acquisition and leasing of equipment including locomotives, rolling stock and other railroad equipment. On
June 25, 2002, Southern Capital partially refinanced the outstanding balance of certain debt through the
issuance of 5.7% pass through trust certificates secured by all of the locomotives and rolling stock owned by
Southern Capital and rental payments payable by KCSR under the operating leases of the equipment owned
by Southern Capital. As Southern Capital is a fifty percent owned joint venture accounted for under the equity
method, this debt is not reflected in KCS' Consolidated Balance Sheets which are included in Item 8 of this
Form 10-K.

PCRC, as described in Note 3, has the concession to reconstruct and operate the Panama Canal Railway.
Under the terms of a loan agreement with International Finance Corporation (“IFC™) the Company is a
guarantor for up to $4.4 million of associated debt. Also, if PCRC terminates the concession contract without
the IFC’s consent, KCS is a guarantor for up to half of the outstanding senior loans. The Company is also a
guarantor for up to $0.5 million of PCRC equipment loans and capital leases, and has issued two irrevocable
letters of credit totaling approximately $2.0 million to fulfill the Company’s fifty percent guarantée of a
approximately $4.0 million equipment loan.
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Capttal Expenditures. - :' B RV R - : ‘
Capital 1mprovements for roadway track-structures have- hlstorrcally been funded withicash flows from e

operations. Dunng 2005,-however, KCS used borrowings under ‘its. revolvmg credrt facility to fund .an ;

) expanded capital expendlture program KCS has hrstoncally used internally generated cash flows or leasmg for o

"equipment capital expenditures; The Southern Capual joint venturé provrdes the- abrlrty to lease-finance )

railroad equipment, and therefore, KCS has mcreasmgly used lease financrng alternatives for its locomotlves o

*and rolling stock: . ¢ ¢ T T - : R A O Co e
The followrng summanzes cash caprtal expendrtures by type for the consohdated operatrons for the year

-ended December 31 2006, ‘KCSR and Mexrall for the year ended 2005 and KCSM for the last nine months of
2005, and KCSR only for” 2004 fin mtllions) . '

o -‘ e R ' . '
st e . -., ' t Woofetoa Vi

| e L R S 20"&‘ 205 . 2004‘-,;'!,1:?
¢ Track 1nfrastructure. e ceLE e .’ -_":-"‘.'. o Tronl. by $1004 < $190. l' % 5?,.2. Ce N
" Locomotives, freight cars and ther equlpment. AP U F0. 4f"‘ 41 8 2267
Facilities and capacity prO_]ECtS ....... R A S A '.',7’_0.7 . ]_7‘, '
Information technology . . . . . . . e et ty 15 4 122

Rt .
=.14 9- 299
$24l"8l’b $275 70

: .-1_752:{“” PN q':.

Intemally generated cash flows are expected to be used to, fund cash capltal expendltures planned for
2007, currently estimated at- $270 m1llron ‘ S 5_ . ok -

Mamtenance and Reparrs o . fjif . j - f A m o
KCSR and KCSM like other rallroads are requtred to marntarn the1r own prt;perty mfrastructure
Portions of roadway and equrpment mamtenance costs are capltallzed and other pomons are expensed (as ‘
components of material and supplies, purchased services and others), as: appropnate Mamtenance and capltal
improvement programs are in conforrmty -with GAAP as well -as wrth the, standards recognrzed wrthm the rail "
industry and related regulatory-agencies. KCS expects to cont1nue fundmg roadway‘ and equrpment mamte-

nance expenditures with internally generated cash flows

Capital Structure. ? e _-5
Components of the capital structure follow {in mi[lior_rs):”‘ 5 -?'._ RRERUIRL A
" R ' 2006 2005 .
P bt _vt . P S T o5 - : S .- E _g, .
Debt due within one year(i). .... .00 ..ol oL e e e $ 92 8 $.1163 " 2
. Long-term debt(ii). . . . ... PN S P . e o 16642 01,7443 ‘ Sel
O Tetldebt. oA T TR eM17570 0 18606 .
Stockholders’ equity .. .. .. ... ol S “‘: 15824 14262
Total debt plus eqmty co 3 ! . 0$3,339.4 -$3,286:8 *,
Debt ratio (rotal debt asa percent of :otal debt plus eqmry) ............ e 5)26% 3., 56.6% "
(i) Includes current llabtllty related to’ Grupo KCSM acqursmon - .' PR
(ii) Tncludes long-term llabllrty related to Grupo KCSM acqursmon SRR et e ST
'+ iz o R L. .! ’ L ia r e. e .
The consolidated debt ratio on December 31, 2006 1mproved 4.0 percentage points compared to - .- . L Y
December 31, 2005. Total consohdated debt decreased.$103.6 million; pnmarrly as a'result of payments“of:.
$75.4 million of debt related t6 the. Grupo- KCSM" acqu1s1tlon and KCSM s payments of $55. 4 million on.the - o
revolver and tepnn loans These debt payments were offset by. the 1ssuance “of $27 5 m1lllon on the Tex- Mex e ,
RRIFloan. - ¥ &0 - : e ey e
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'CRITICAL ACCOUNTING POLICIES AND ESTIMATES

pohc1es and estimates.” - - - A7

Shelf Regtstrauon Statements and Publtc Securities Offenngs

KCS currently has three shelf registration statements on file with the SEC (“Initial Shelf” —

-~ Registration No. 33-69648; “Second Shelf” — Reg1strat10n No. 333-61006; “Third Shelf” — . -
i Reglstrauon No. 333 1301 12). Secunues in the aggregate amount of $300 million remain available under the
- Initial Shelf and secufities in’ the- aggregate amount of $450 million remain available ‘under the Second Shelf.

The Third Shelf was filed in accordance with the securities offering reform rules of the SEC that allow well-
known seasoned issuers to register an.unspecified amount of different types of securities on an 1mmed1ately
effective Form $-3 registration statement On December 9, 2003, the Company completed the sale and
issuance of 210,000 shares of its Series D Preferred Stock pursuant to the Third. Shelf. There remains an

"unspec1fied amount of securities ‘ayailable under the Third Shelf. To date, no secunttes have been issued undeér
- either the Initial Shelf or Second Shelf. As a consequence of the late filing of the 2005. Form 10-K, KCS is

ineligible to, use any of thése” shelf registration statements until it has timely filed all periodic reports required

_+under-Section 13(a) or Sectlon 15(d) of the Exchange Act durmg the twelve caléndar months and any portion .
~ of the month after the late Form 10-K filing was made. KCS was also ineligible to use the shelf registration

statements durmg the pertod in which it failed to pay dividends on its 4% Preferred Stock, Series C Preferred
Stock and Series D Preferred Stock. KCS paid the accrued and unpaid dividends and current dividends on the
Serles ¢ Preferred Stock ;and Senes D Preferred Stock on February 15,-2007. KCS.believes it will be eligible
to use the shelf reglstratlon statemients. -commencing May 1, 2007, prov1ded KCS continues to pay dividends

-'_on its preferred stock, trmely files all pertodtc reports.required under the Exchange Act and otherwise meets
e the requtrements for short: form_ regtstratlon under Form §-3.

'.i-- - L ‘)'i-

: va

KCS’ accountmg and finaficial reportmg policies are’in conformrty w1th U S. GAAP. The preparation of
financial statements ‘in conformuy with U.S. GAAP requires management to make estimates and assumptions
that affect the reported amounts of assets and liabilities,. the disclosure of contingent ‘assets and liabilities at
the date of the finiancial statements and thé reported amounts of revenues and expenses during the reporting
penod Management believes. that the followmg accounting policies and estimates are critical to an undetstand-

- ing of KCS® historical and future performance. Management has discussed the development and selection of -
- the' following cnt1cal aecountmg estimates with the 'Audit Commtttee of KCS’ Board of Directors and the
- Audit Commlttee has revrewed the selecuon apphcatlon and dlsclosure of the- Company s critical accounting

3 .
e .

. -
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' Deprecmtmn of Property and Equtpment

- The railroad 1ndustry is’ extrernely capttal intensive. Ma1ntenance and’ the depreciation of operating assets

. constitute a substantial operating expense for KCS, as well as the Tailroad industry as a whole. The Company
_capltahzes costs-relating to .additions:and-replacements-of property and. equtpment .including certain.overhead .

" costs representing the mdtrect costs assocnated with construction and improvement projects. Overhead factors
zare penodlcally revtewed and’ adjusted to refléct current costs using the full absorption method. All of these

" costs_are depreciated using the group “method consistent with industry standards and rules establishéd by the

STB The cost of property and equ1pmem normally renred less salvage value, is charged to depreciation
expense over the estimated life of the operating’ assets using group straight-line rates for financial statement
purposes. The STB- approves the depreciation rates used by KCSR (excluding the amortization of computer

"software) but not for KCSM., Both KCSR and. KCSM periodically conduct studies of deprec:auon rates for
’ properttes and equipment and 1mplements approved changes, as necessary, to depreciation rates. These studies

take into consideration the, historical retirement _experience. of similar assets, the current condmon of the assets,
current operations and potent1al changes in technology, estimated salvage value-of the assets, and industry

" regulations. For all other consolldated subsndtanes deprecratlon is derived based upon- the asset: value in excess

of estimated salvage value using the straight-line method ovet the estimated .useful. lives of the assets for
“financial reportmg purposes Deprec1at1on is based upon estimates of the. useful lives of assets as well as their

. net salvage value at the end of their useful llves Estimation of the useful llves of assets that are long -lived as

»
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well as their salvage value requires s;gmﬁcant management Judgment Accordmgly, management believes that
. accountmg estimates related to deprecmuon expense. are cnucal :

. Currently, KCSR and KCSM deprecmte opemun,(, assets, mcludmg road and structures, -rolling stock and

. equnpmem and capitalized leases generally over a range of 3 to 50 years depending upon the estimated life of

-the particular asset. In addition to the adjustment to rates as a result of the depreciation studies, certain other
events could occur.that would materially affect the' Company’s estimates and assumptions related to
depreciation. Unforeseen changes in operations or techno]ogy could substantially alter management’s assump-
tions regarding KCS" ability to realize the return of its investment in operating assets and, therefore, affect the
amount of depreciation expense to charge against both current and future revenues. Because depreciation

“expense is a function of analylieal studies made of property, plant and equipment, subsequent studies could
result in different estimates of useful lives and net salvage values. If future depreciation studies yield results .
indicating that the assets have shorter lives as a result of obsolescence; physical condition, changes in - - .
technology or changes in net salvage values, the estimate of depreciation expense could increase. Likewise, if .
future studies indicate that assets have longer hves the estimate of deprecnatlon expense could decrease.

K CSR Depreciation Rewew Dunng the year ended December 31, 2006, KCSR. engaged a civil .
engineering firm with expertise in railway property usage to conduct a study to evaluate depreciation rates for
properties and equipment. The study centered on evaluating actual historical replacement pattems 1o assess
future lives and indicated that KCSR was depreciating its property over shorter periods than the assets were _
actually used as estlmated by the study. The effect of this change in estimate was a $3.0 million decrease in
deprec:anon expense for the year ended December 31, 2006.

KCSM Deprecmnau Rewew For the year ended December 31, 2005, KCSM adopted the group
depreciation method for conslslency with KCSR during 2005. Accordmgly, ch..mges were made to certain
historical depreciation-rates. Unllke KCSR, KCSM deprecnatlon rates are not subject to the approval of the _
STB, accordingly, the changes to the depreciation rates were applied in 2005. During the year ended .
December 31, 2005, KCSM engaged a civil engineering firm with expertise in railway property usage to
conduct an analysis of deprecmtlon raies for properties and equipment. The analysis centered on evaluating
actual historical replacement patterns to assess future lives and indicated that KCSM was deprec:latmg its -+
property over shorter periods than the assets were actually utilized. As a result, dépreciation expense recorded
in the fourth quartér of 2005 reflected an adjustment totaling $5.5 million, to reduce depreciation expense as
recorded in the second-and third quarters of 2005, Concession rights and related assets are amortized over the
shorter of their remaining useful lives as determined by the KCSM depreciation review or the life of -the
Concession. ' ’

Provision for Environmental Remediation.

As further descnbed in Note 11 to the Consolidated Financial Statements in ]tem 8 of this Form 10-K,
the Company’s operanom are subject to extensive federal, state and local enwronmental laws and regulatlons
in the U.S. and Mexico."KCS conducts studies, as well as’'site surveys; to determme the extent of '
environmental damage .and the nece%sary requirements to remediate this damage. These studies |neorpomte the

“analysis of internal environmental engineering staff and consultation with legal counsel. From these-studies-
and surveys, a range of estimates of the costs involved is derived. These cosl estimates are based on forecasts
of the total future direct costs related to environmental remediation and change periodically as additional or
better mformduon becomes available as to the extent of site remediation requiréd, if any. KCS accrues for the
cost of remedlauon where the obllgatlon is probable and such costs can be reasonably equmated

.

Cost estimates can be influenced by advanced technologies related to the detection, appropriate remedlal
course of action and anticipated cost. Certain changes could occur that.would materially affect management’s
estimates and assumptions related to costs for environmental remedlatlon If KCS becomes subject to more
stringent environmental remediation costs at known sites, discovers additional contamination, discovers
. previously unknown sites, or becomes subject to related personal or property damage, KCS could incur
. ,addmonal ‘costs that could be sugmﬁcam in connecuon wnh its env1ronmental remediation. Accordingly, .

s
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management believes that estimates related to the accrual of envnronmemal remediation liabilities are critical
to KCS’ results of operations. .. :

<+ Environmental remediation expense was $3.1 million for the year ended December 31, 2006, and was
included in purchased services expense on the consolidated statements of income. Additionally, as of
December 31, 2006, KCS had a liability for environmental remediation of $7.8 million. This amount was
derived from a range of reasonable estimates based upon the studies and site'surveys described above and in
accordance with SFAS 5.

Provtstou for Casualty Clmms. s o

Due to the nature of railroad-operations, claims related to personal injuries and third party liabilities
resulting from crossing cotlisions and derailments, as well as claims related to personal property damage and
other casualties, is a substantial expense"to KCS. Claims are estimated and recorded for known reported
occurrences as well as for incurred but not reported (“IBNR”) occurrences. Consistent with the general
practice within the railroad industry, the estimated liability for these casualty éxpenses is actuarially
determined on an undiscounted basis. In estimating the liability for casualty claims, KCS obtains an estim:itg
from an independent third party ‘actuarial firm, which calculates an estimate using historical experience and
estimates of claim costs as well as numerous assumptions regarding factors relevant to the derlvatlon of an
estimate of future claim .costs.

Personal injury and casualty claims are subject to a sngmﬁcant degree of uncertamty, especmlly estimates
“related to incurred but not reported personal injuries for which a party has yet to assert a claim. In deriving an
estimate of the provision for casualty claims, management must make assumptions related to substantially
uncertain matters (injury severity, claimant age and legal jurisdiction). Changes'in the assumptions used for
actuarial studies could have a material effect on the estimate of the provision for casualty claims. Management
believes that the accounting estimate related to the liability for personal injuries and other casualty claims is
critical to KC5S’ results of operauons See also Note 11 to the Consolldated Financial Statements in Item 8 of
this Form 10-K. ‘

For the year ended December 31, 2006, casualty expense equaled $33.8 million and was included in
casualties and insurance expense in the consolidated statements of income. Based on the methods described
above and information .available as of December 31, 2006, the liability for casualty claims was $117.4 million.
For purposes of earnings sensitivity analysis, if the December 31, 2006 reserve were ad]ustcd (mt‘:reased or
decreased) by 10%, casualty expense would change $11.7 million.

Provision for Income Taxes. -

Deferred income taxes represent a substantial liability of KCS. For financial reporting purposes,
management determines the current tax liability, as well as deferred tax assets and liabilities, in accordance
with- the liability method of accounting for income taxes as specified,in Statement of Financial Accounting
Standards No. 109 “Accounting_ for Income Taxes.” The provision for income taxes is the sum of income taxes
both currently payable and deferred into the future. Currently payable income taxes.represent the liability
related to KCS’ U.S., state and Mexican income tax returns for the current year and anticipated tax payments
resulting from income tax audits while the net deferred tax expense or benefit represents the change in the
balance of deferred tax assets or liabilities as reported on the balance sheet. The changes in deferred tax assets
and liabilities are determined based upen the changes in differences between the basis of assets and liabilities
for financial reporting purposes and the basis of assets and liabilities for tax purposes as measured using the
enacted tax rates that management estimates will be in effect when these differences reverse. In addition, the
tax provision for Mexico is further complicated by the impacts of inflation as well as the exchange rate, both
of which can have a significant impact on the calculation. In addition to estimating the future tax rates -
applicable to the reversal of tax differences, management must also make certain assumptions regarding -
whether tax differences are permanent or temporary. If the differences are temporary, management must
estimate the timing of their reversal, and whether taxable operating income in future periods will be sufficient .
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to fully recognize any gross deferred tax assets of KCS. Accordingly, management believes that the estimates
related to the provision for income taxes is critical to the Company’s results of operations.

4

Other. L L .

\

‘Derivative Instruments.  KCS does not engage in thetrading of derivatives. Management's objective for
using denvatwe instruments is to manage “fuel and currency risk to mitigate the impact of their fluctuations.*
KCS accounts for derivative transactions under Statement of Financial Accounting Standards No. 133 -
“Accounting for Derivative Instraments and Hedging Activities” as amended, as set forth in'Note 2 to the
Consolidated Fmanelal Statements in Item 8'of this Form 10-K. In général, the Company’ enters into derivative
transactions in limited situations based on management’s assessment of current market condmons and
perceived risks. Management intends to respond to evolving busmess ‘and market condltrons in"order to
manage risks and exposures associated with various operauons and in so doing, may enter mto such
transactions more frequently as deemed appropnate

e

Fuel Derwanve Transacrrons Fuel expense is a 51gn1ﬁeant component of operatmg expenses. Fuel costs
are affected.by (i) traffic levels (i) efﬁcrency of operations and equipment, and (iii) fuel market condmons _
KCS enters into transactions, such as forward purchase commitments and commodity swap transacttons from -
time to time, to stabilize the price for future fuel purchases and protect operating results against adverse fuel
price fluctuations. These derivative 1nstruments hedge against fluctuations in"the price of No. 2 Gulf Coast

. Heating Oil, the commodity on which the Company’s diesel fuel prices are based. The use of certain risk

management strategles enables risk to'be reduced related to rising diesel fuel prices. On December 31, 2006,
KCS was party to fuel swap agreements for 1.3 million gallons of fuel.

" Foreign Exchange Marrers -KCSM uses the dollar as its functtonal currency. Earnings’ from KCSM
included in results of operations reflect any transaction gains and losses that KCSM records in the proeess of
translating certain transactions from pesos to dollars. KCS follows the requirements outlined in Statement of
Financial Accounting Standards No. 52 “Foreign Currency Translation”, and related authoritative gmdance
The Company continues to evaluate existing alternatives’ with respect to utilizing foreign currency mstrumen'ts
to hedge the dollar investment in KCSM as market conditions change or exchange rates fluctuate. As of
December 31, 2006, KCSM dld not have any outstandmg forward contracts. '

PR 4

nganon The Company is a party to various Iegal proceedmgs and administrative actlonq all of which
are of an ordinary, routine nature and incidental to,its operations. Included in these proceedings dre various
tort claims brought by current and former employees for job related injuries and by third parties for injuries
related to railroad operations. KCS aggressively defends these matters and has established hablhty reserves -
that management believes are adequate to cover expecied costs. Although it is not possible to predlct the
outcome of any legal proceeding,.in the opinion of the' Company’s management, other than those proceedings
‘described in detail below, such proceedings and actions should not, md1v1dually, or in the aggregate, have a
material adverse effect-on the Company’s fi nancral condition.

Reinsurance Litigation.  As the Company has previously reported insurance: companies who prov1ded
insurancé to the Company filed an action in federal court in Vermont (“the Reinsurance Litigation™) seekmg a
declaration that they have no obligation to indemnify the Company concerning a particular casualty claim.
That claim, Kemp, et al v. The Kansas City Southern Railway Company, et al, in the Circuit Court of Jackson
County, Missouri (“the Kemp Litigation™) went to trial in September 2006. The Company reached a settlement
with the p]alntlffs in the Kemp thlgatton The Company has also reached settlements with various parties,
including several of the insurance companies involved in the Reinsurance Litigation, to mdemmfy the
Company for a significant portion of the settlement. The Kemp settlement is fully reflected in the Company’s
" 2006 financial statements and the Company has no further risk associated with this litigation. The Company is
however continuing the Reinsurance Litigation against certain other-insurance companies, seeking to estabhsh
their obligation to indemnify the Company for thelr share of the settlement with Kemp.

Recent Accounting Pronouncements. Refer to Note 2 1o the Consolidated Financial Statements in Item 8
of this Form 10-K for information relative to recent accounting pronouncements. ’ T
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Cautionary Information.

The discussions set forth in this Annual Report on Form 10-K may contain forward-looking statements
within the meaning of Section 27A of the Securities Act of 1933,-as amended and Section 21E of the
Securities Exchange Act of 1934, as amended. In addition; management may make forward-looking statements
orally or in other writings, including, but not limited to, in press releases, in the annual report to stockholders
and in other filings with the Securities and Exchange Commission. Readers can identify these forward-looking
statements by the use of such verbs as “expects,” “anticipates,” “believes™ or similar verbs or conjugations of
such verbs. These statements involve a number of risks and uncertainties.. Actual results could malena!ly differ
from those anticipated by such forward-looking statements. Such differences could be caused by a number of
factors or combination of factors including, but not limited to, the factors identified be]ow and those drscussed
under Item 1A of this Form 10-K, “Risk Factors.” Readers are strongly encouraged 10 c0n51der these factors
and the followmg factors when evaluatmg any forward-looking statements concerning the Company

. flucluanons in the market price for the Company s common stock;

« KCS’ dividend policy and restrictions on its ability to pay dividends on its common Stock;
B . Y . i Lt !

» KCS’ high degree of leverage;
* The Company‘s potential need for and ability to obtéin additional financing; . |

+ KCS’ ability to succcssfully implement its business stralegy, mcludmg the stratcgy o convert customers
from usmg trucking services to rail trdnsportatxon services,

+ the impact of competition, including competition from other rail carriers and truckmg companies in the .
United States and Mexico;

. Umted States, Mex1can and global economic, political and social condmons -

. The effects of the North American Free Tradc Agrecment or NAFTA, on the level of trade among the
United States, Mexico and Canada; ,

. uncertainties'regarding the litigation KCS faces and any future claims and litigation;

. the effects of employee training, technologrcal improvements and capital expenditures on labor
producuvrty, operating efficiencies and service reliability;

« changes in Iegal or regulatory requirements in the United States Mexico or Canada;

« KCS’ ability to generate sufficient cash to pay pnncrpal and interest 'on its debt, meet 1ts obligations
and fund its other quuldlty needs; - -

* the effects of adverse general economic conditions affecting customer demand and the industries and
geographic areas. that produce and consume the commodities KCS carries;

* material adverse changes in economic and industry conditions, both within the United States and
Mexico and globally;

- t

* natural events such as severe weather, fire, floods, hurricanes, earthquakes or other disruptions of the
Company’s operating systems, structures and equipment or the ability of customers to praduce or
deliver their products; ‘

+ changes.in fuel prices;

+ KCS’ ability to attract and retain qualified management personnel;

. changes in labor costs and labor difficuities, mcludmg work stoppdges affecting either operat:ons or
customers” abilities to deliver goods for shipment;
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« the outcome of ¢laims and lmgauon mcludmg those related 10 environmental contamination, personal
" injuries, and occupallonal 1l]nesses ansmg from heanng loss, repetmve motion and exposure to asbestos
and dlcsel fumes ' . A o

.. acts Of tEITOl'lSlTl or l'lSk Of ICITOI'IST. aCthlUES

1 - I3 .
- 0 " a "

- war or nsk of war, ;n;,_:, ,a';_ ,

) polmcal and economic condmons in Mex1co and the level of trade between the United States and
Mexico;" ' R

* legislative, regulatory, or legal developmems mvolvmg taxation, including enactment of new foreign,
federal-or state income or other tax rates, revrslons of controlling authority, and the outcome of tax
claims and litigation. :

Forward-looking'*stalemen;S'sbeqk;only"zas":of ‘the date on which they are made. The Company will not
update any forward- looking statements to reflect future events, developments, or other information. 1If KCS
does update one or more forward-lookmg stateriients, no inference should be drawn that additional updates

will be made regardmg that statement of any other forward -looking statements.

A .

Item 7A Quanmauve and Quahtanve Dtsclosures Concemmg Market Risk

KCS utilizes vanous financial instruments that have certain mherem market rlsks but these instruments
have fiot been entered into for trading purposes. The following information, together with information included
in Item 7, “Management’s Discussion and Analysis of Financial Condition and Results of Operations” and
Note 12 to the Consolidated Financial Statements in Item 8 of this Form 10-K, describe the key aspects of

certain financial instruments that have market risk to KCS.

Interest Rate Sensitivity. . Floating-rate indebtedness totaled-$381.6 million and $440.9 million at’
December 31, 2006 and 2005, respectively. Two credit agreements, each comprised of a revolving credit
facility and a term loan facility, contain variable rate debt which accrues interest based on target interest
indexes (London Interbank Offered Rate — “LIBOR” or an alternative base rate) plus an applicable spread, as
set forth in each credit agreement. Given the balance of $381.6 million of variable rate debt at December 31,
2006, KCS is sensitive to fluctuations in interest rates. For example, a hypothetical 100 basis points increase
in each of the respective target interest indexes would result in additional interest expense of $3.8 million on
an annualnzed basis for'the floating-rate instruments issued by the Company as of December 31, 2006.

Based upon the borrowing rates available to KCS and its subsidiaries Tor indebtedness with 51mllar terms
and average maturities, the fair value of the long-term debt was approximately $1,814.1 million at
December 3l 2006 and $1; 938 6 mrlllon at December a1, 200s.

Commodzry Prtce Sensmwry "As described in Item 7, “Managemem s Discussion and Analysis of
.Financial Condition and Results of Operations — Other — Derivative Instruments” of this Form 10-K, KCS
penodlcally paﬂncrpates in dlesel fue] purchase commitment and swap transactions.- At December 31, 2006,
KCS was party to fuel swap agreements for-1, 3 m1ll1on gallons. Subsequent to December 31, 2006, KCS .
entered into fuel swap agreements for another 13 million gallons The Company also holds fuel inventories
for use in operations. These mventones are not material to KCS’ overall financial position. With the exception
.of the fuel currently hedged under fuel swap transactions for 2007, fuel costs are expected to mirror market
conditions in 2007. KCS also cushions the impact of increased fuel costs through fuel surcharge revenues from
customers. Assummg annual consumption of 145 million gallons, a $0.10 change in the price per gallon of
fuel would cause a $14.5 million change 1n operatmg expenses

" Foreign Exchange Sensmwty KCSM uses the dollar.as its functional currency. Earnings from KCSM
1ncluded in the Company s results of operations reﬂect revaluation gains and losses that KCSM records in the
" process of translating certain transactions from pesos to dollars. Therefore, the Company has exposure to
fluctuations in-the value of the peso: While- not currently utilizing foreign currency instruments to hedge KCS’
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dollar investment in KCSM, existing altematlves are evaluated as. market conditions and exchange rates F
fluctuate. For example, a hypothetical 10% incréase in the' US dollar to’the Mexican peso exchange rate on net
monetary assets of Ps.1,652.6 million would result in a translation loss of approximately $13.9 million and'a
10% decrease in the exchange rate would result in a translation gam of approxlmately $l7 0 mllhon

.

Inflation. U.S. generally accepted accounung pnnc1ples requ1re the use of hlstorlcal cosl which does
not reflect the effects of inflation on the replacement cost of property. Due to the capital inténsive nature of
KCS’ business, the replacemenl cost of these assets would be substanually greater than the amounts reported

under the historical cost bas:s ST : : L. . Ll

-

Ld ‘\‘.
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Report of Independent Registered Public Accounting Firm......... T 56

Consolidated Statements of Income for the Three Years ended December 31, 2006. U e AT

Consolidated Balance Sheets at'December 31, 2006 and 2005 . . . e L e e .58
: Consolidated Statements of Cash Flows for the Three Years ended December 31,2006 .- .......... - 59

Consolidated Slatements of Changes in- Stockholders Equrty for the Three Years ended December 31,

2006. ......." L e e e e T 60
Notes to Consolldated F1nanc1al Statements ..... e [P 61
Financial Statement Schedules woo L L -;j)"-"“ o

All schedules are omttted because they are not appltcable are msngmﬁcant or the. requlred mformatton is
shown in the consolidated financial statements or notes thereto. The consolldated financial slatements of Grupo
'KCSM as of December 31, 2005 (successor) and 2004 (predecessor) for the fine months ended December 31
2005 (successor), the three months ended March 31, 2005 (predecessor) and the year ended December 3I
2004 {predecessor) are incorporated by reference mto this annual report

~

_ Introductory Comments

The following Consolidated Financial Statements have been prepared by Kansas City Southern, pursuant
to the rules and regulations of the Securities and Exchange Commission (“SEC”). Beginning with the year
ended December 31, 2005, these financial statements include the results of operations and cash flows of
Mexrail and Grupo KCSM, which were consohdated on January 1, 2005 and April 1, 2005, respeclwely, asa -
result of the acquisition-of a conlrollmg mterest in each entity as, of these respective dates. Results for the '
years ended December 31, 2006 and 2005 are not md1cat1ve of the expected results for future periods.
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e . Management 5 Report on'Internal Control over. Fmanelal Reporting

The management of Kansas Clty Southern is I‘Ebp()nblble for estabhshmg and maintaining - adequate
. internal control over financial reporting “as such term'is deﬁned in Exchange Act Rules lBa-lS(f) and
15d-15(f). KCS’ mtema] control over financial reporting was .designed to provide reasonable assurance to the
Company’s management and Board of Dlrectorq regardmg the preparatton and fa1r presentation of pubhshed
financial statements

Ty G - v : “a

L M

. Allinternal control systems no matter how well desrgned have mherem limitations. Therefore even
those Systems determined to'be effeetlve can, prov1de only reasonable assurance with l'Cb]JCCl to ﬁnanelal

" - statement preparatlon and presematron I R .o

’

a0

- Under the superv151on and pamcrpatlon of the Company’s Chief Executive Officer and Chref Fmancnal
Officer, management. conducled anevaluation of the effectiveness of the Company s internal control over
financial reporting as of December 31, 2006, based on. the framework established by the’ Commmee of
Sponsormg Organizations of the Treddway Commlsslon in Internal Control — lntegrared Framework (com-

. monly referred to as-the COSO framework) Based on its evaluatlon mandgement concluded that the’

' Company’s internal control over financial- repomng was, effectlve as of Deeember 31, 2006, based on the
criteria outlmed in the COSO framework“ o M- R .

I ) .
+

Mandgement ] asqessment of the effectlveness of the Company s internal control over financial reportmg

" as stated in their attestation- report whlch lmmedlately follows [hlS report

. . R . - -
. . ’ . - F . ’ ) .
’ o PR » .

AR (e

e - t Vi Mas e ey
LESR . [ v

as of December 31, 2006, has been audlted by KPMG LLP, an mdependent reglstered public accounting firm,




._The Board of Dtrectors and Stockholders of
. Kansas Ctty Southern:

-established in “Internal Control — Integrated Framework” issued by the Committee of Sponsormg Organiza-

_effective internal control over financial reporting and for its-assessment of the effectiveness of internal . control -
overlﬁnanmal reporting. Our responsibility is to express an opinion on management’s assessment and an-

' Board (Umted States) Those standards requ1re that we plan and perform the audit to obtam reasonable :

misstatements. Also projections of any evaluation of effectweness to future perlods are subject to the fisk that
controls may Become inadequate ‘because of changes in condmons or, that the degree of comphance with the

I "u A . B "
‘ . Tl D

llep'oi‘t of Independe—nt’ Registered P.ubli'c’-Accoimtir_lg-Firm. e T

We have audited management’ 5 assessment, 1ncluded in the accompanymg Management 5 Report on
Internal Control over Financial Reporting, that Kansas City Southem and subsidiaries (the Company)- - o
maintained effective internal control over financial reporting as of December 31 2006, based on- criteria - - : -

tions of the Treadway Commission (COSO). The Company’s management is respon51ble for maintaining

OplnIOIl on the effectiveness of the Company s/internal control: -over ﬁnanc1al repomng based on-our audit.

We conducted our aud1t in accordance w1th the standards of the Publlc Company Accountmg Oversrght

assurance about whether effecttve internal control over ﬁnanc1al reporting was maintained in- all’ rnaterlal
respects. Qur aud1t included obtammg an understandmg of 1nternal control over ﬁnanc1al reportmg, evaluatmg
managerent’s assessment, testing and evaluating the:design- and operating’ effectivenéss of internal control,’
and perforiing.such other procedures as we-considered necessary in the. c1rcumstances We beheve that our -
audit provrdes a reasonable basis for our opinion. - - . : . o

A company s internal control over f1nanc1al reportmg isa process demgned to provnde reasonable
assurance regarding the rehab1hty of financial reporting and the preparation of financial statements for external
purposes in accordance with U.S. generally accepted accountmg principles. A company ’s internal control over
financial reporting includes those policies and procedures that (1} pertain'to the- maintenance of records that,
in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the company, co
(2) provide reasonable assurance that transactions are recorded as necessary to ‘permit preparation of financial -

" statements in accordance with U.S. generally accepted accounting prmcnples and that receipts and expend1—

_ tures of the company are being made on]y in accordance. with authorizations: of management and-directors of
.the company; and (3) provide reasonable assurance regarding preventlon or tlmely detection of unauthorized
! acquisition, use, or disposition of the company ’s assets that could have a matertal effect on the ﬁnanc1al o

statements. S T e e ..

‘5"‘- Lot . ) i ‘f..'l i
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Because of its inherent hmltattons mtemal control over ﬁnanc1al reportmg may not prevent or detect

a

- .

policies or procedures may detenorate ) -, ) - » - I . Ce

» (N . . . . 3

In our opinion, management 5 assessment that the Company maintained effective 1ntemal control over' 71,
financial reportmg as of December 31, 2006, is faJrly ‘stated, in all matenal respécts, based on criteria estabhshed .
in “Internal Control — Integrated Framework” issued by COSO. ‘Also; in our opinion, Kansas City Southern ,
maintained, in all material respects, effecnve internal control over ﬁnancral reporting as of December 31, 2006, - T T
based on criteria established in “Internal Control — lntegrated Framéwork” issued by COSQ. : . "' R

r

We also have audited, in accordance with the standards ‘of the Public Company. Accountmg Oversnght S e

Board (United States), the consolidated balance sheets of the Company as of December 31, 2006 and 2005,

and the related consolidated statements of income, stockholders® equity | and comprehensive income, and cash ‘
flows for each of the years in the three-year penod ended December 31,2006, and our report dated
February 26, 2007 expressed an unqualified opinion ‘on those consolidated financial statements.

-3

KPMG LLP

" Kansas City, Missouri

February 26, 2007 4
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Report of lndependent Registered Public Accounting Firm

Tite Board of Directors and Stockholders of
Kansas City Southern:

We have audited the accompanying consolidated balance sheets of Kansas City Southern and subsidiaries
as of December 31, 2006 and 2005, and the related consolidated statements of income, stockholders’ equity
and comprehensive-income, and cash flows for each of the years in the three-year period ended December 31,
2006. These consolidated financial statements are the responsibility of the Company’s management.-Our., - o
* - responsibility is to express an opinion on these consolidated financial ‘statements based on our audits. We did ey
not audit the financial statements of Grupo Transportacién Ferroviaria Mexicana, S.A. de C.V. (Grupo TFM
and_currently. known as Grupo KCSM), a 46.6% owned investee company for the year ended December 31,
2004. The Comipany’s equity i loss of Grupo TFM was $2.4 million for the year ended December 31, 2004.
The financial statements -of Grupo TFM for the year ended December 31, 2004 were audited by other auditors
whose report has been furnished to us, and our opinion, insofar as it relates to the amounts mcluded for Grupo L
TFM for the year ended December 31, 2004 is based solely on the' report of other audltors : '

We conducted our audits in accordance with the standa.rcls of the Publle Company Accounting’ Oversight
Board (United ‘States). Those standards.require that we plan and perform the audit to obtain reasonable
+ assurance about whether the financial statements are free of material misstatement., An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by management, as
well as evaluating the overall financial statement presentatton We believe that our audits provxde a reasonable
basis for our opmton o

.In our opinion, based on our audits, and the report of other auditors for 2004 the consolidated ﬁnan(:lal
statements referred 10.above present fairly, in all matenal_respects the financial position of Kansas City
Southern and subsidiaries as of December 31, 2006 and,2003, and the results of their operations and their cash

“flows. for each of the years in the three-year penod ended December 31 2006, in. conformtty with
' U 3. generally accepted accountmg principles. ,

As’ discussed in Note 2 to the consohdated financial statements eﬂ'"ectlve January 1, 2006, the Cornpany
adopted the fair value method of accounung for stock-based compensatlon ‘as required by Statement of
Financial Accounting Standards No. {23R; “Share Based Payment.”

We also have audited, in accordance: with the standards of the Public Company Accounting Oversight
Board: (United States), the effectiveness of Kansas City Southern and subsidiaries internal control over
. financial reporting.as of December 31, 2006, based on criteria established in*“Internal Control — Integrated
Framework™ issued by-the Committee of Sponsoring Organizations ‘'of the Treadway Commission, and.our
report dated February 26, 2007 expressed an unqualified opinion on management’s assessment of, and the
‘effective operation of, internal control over financial reporting. X ' - N '

KPMG LLP’

-Kansas City, Missout'i S - :
February 26, 2007 . ‘

.
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Kansas City Southern

k Consolidated Statements of Income
Years ended December 31

20i)6 2005 2004
i In millions, except share
R . and per share amounts
REVENUES . . oo oo i e e er e e P $1,659.7 $1,352.0 § 639.5
Operating expenses: ) |
. Compensation and benefits . . .. ................. e e 387.7 . 3404 2130
Depreciation and amortization. . ......... .. ... o e 155.0 1277 535
_Purchased services .. ... e 2152 195.1 1 62.3
" Casualties and IMSUTANCE . . .. ... oo vt et eetee e 53.4 1034 424
Fuel ... .o P < 2536 206.9 66.4
Equipment COSES . ... . uh v e 179.7 149.8 . 504
KCSM employees’ statutory profit sharing. +.............. ... ..., 5.9 4l.1 —
Other . ............oun e e e e e 104.9 1253 - 63.0
Toia! OpPEraling EXPENSeS . . . ... vt i e e e . 1,3554 1,289.7 556.0
Operating income.......... ..., EEERETERe Cee 304.3 62.3 83.5
Equity in net earnings (losses) of unconsolidated affiliates S I 7.3 2.9 (4.5)
[nterest €Xpense . . ... .o v e ey e (167.2) (133.5) 44.4)
Debt retirement costs . . .. .. e e e e e e A 4.8) 4.4) . 4.2)
Foreign exchange gain (loss). . ....... .. L e g ST wEEoL. (3.7 - 35 —
VAT/Put settlement gain, net. .. .........c.ooveen .. e ) - - 1319 —
_ Other income, net. . . ............ e U 187 0 133 116
Income before income taxes and minority AMMETESt « v v v e oo e e e - 1546 760 48.0
. Income tax expense (benefit) .......... B e L 454 (7.1). 23.6
", Income before minority interest. ... ...l PR 1092 - 7‘83.1 : 244
Minority imquest ........ N T 0.3 (17.8) —
CNEUINCOME . .+ e eeeaeaenin U el 1089 1009 - 244
Preferred stock dividends .............. e S .. 195 9.5 8.7
Net income available to common shareholders. . . . . e SUARERERE . % 894 -3 .914 § 157
Earnings per share: : - oo B . |
Basic earnings per share . ... ... e T oo, $ 120 8 121 0§ 025
Diluted earnings per share. . . . . . .. e 080108 0§ LIO§ 025
Average shares outstanding (in thousqrids): - - ;; . .
Basic .. ..o 74,593 - 75,527 62,715
. Potential dilutive common shares .. .. ... e i (.00 17,793 17,220 1,268
Diluted. . ..o o AR o 92386 92747 63,983

See accompanying notes to consolidated financial statements.
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Kansas City Southern

Consolidated Balarnice Sheets
December 31

2006

1)

2005

In millions, except
share amounts :

. ASSETS
Current assets: ‘ ’ : . L
" Cash and cash eqUIvalENLS . . . . ...« it e e $ 790 $ 311
Accounts receivable, net (Note 2) . . ... ... i e o 334.3 315.7
. Restricted funds (Note 2) . ... ...... ... J J N 26.5 —
Inventories .. ......... RIS . : 72.5 . 73.9
Other current assets (Note 5}, . ... ... ... ovn. . e ' 93.7 '46.1-
Total current assels. . . . ... e O T 6060 4668
_ Investments (Note 3}. . ....... T P LT 64.9. L6037
. Propeny and equipment, net (Note 5} . ... ........ R - 24522 . .2,2983
Concession assets, net (Note 5). . ... ... .. ... .o il e 1,303.3. - 1,3604
Deferred mxasset (Note 7). ... ..o e e 128.7 152.2
OthEr BSSES . .« & v v vt iee et et e et [P T 82.2 85.6
* Total assets . . .. ... R e e S P $4.6373  $4.4236
. o LIABILITIES AND STQ‘CKI:IQLDERSf EQUITY
Currént liabilities: ‘o - o o N
‘Debt due within' one year (Note 6). . ... .......... e e $§ 419 § 380
~ Accounts and wages payable. . ... .. P P .. 189.9 124.3
* Current liability related to Gnipo KCSM acquasmon (Note6)............. I I _ 509 78.3
Accrued habilities (Note 5). .. ... T T e e e e 3547 3331
~ Total current liabilities .. .......... '.' ....... ............................ " 637.4' 573.7
Other liabilitics o - h ' , s S
". Long-term debt (Note 6). . . .'_. ..... i S S L . 1,631.8  1,6639
Long-term: liability related 10 Grupo KCSM acquisition (Note 6). . . . . .. e 324 - 80.4
Deferred income taxes (NOE 7). . ..o e oot e . R . 417.3 409.2 "
Olhcr noncurrcm liabilities and deferred credis ... .. e e, e 235.7 . 2702
Toral other habllmes .......... e e i 231120 24237
Minority interest . . .. ... ... ..., e A e 100.3- —
Commnments and commgenmes (Note 11) ...... e P . — —
Stockholders’ equnty {Notes 2.8): - ' .
. $25 par, 4% noncumulative, prefem:d stock, 840,000 shares authonzed 649,736 S‘.hares issued,
-242,170 shares outslandmg. e 6.1 6.1
Series C — redeemable cumulative convertible perpetual . preferred stock $1 par, 4, 25%, . w
400,000 sharcs authorized, issued and outstanding . .. .. .. L0 oot S 0.4- 0.4 -
Series D — cumulative convertible perpetual preferred stock, $1 par, 5.125%, 210 ()()0 shares - -
.aulhonzed1ssuedand0utstandmg..'."........................................:. 02 0.2
$.01 par, common stock, 400,000,000 shares authorized; 92,863,585 and 91,369,116 shares issuéd at
December 31, 2006 and-2003, respectively; 75,920,333 and 73,412,08} Shares outstandmg at
December 31, 2006 and 2005 rerectlvcly TP P, s 0.7 0.7
Paid in capital ........0% . ... R e [ S 523.0 4731
Retained earnings . . ... .:. oo en. ... .. . P ~ 1,050.7 . 946.1
Accumulated other comprehensive income (loss) ......... R UL 13 (0.4)
_Total stockholders™ equity . ......... [P PR e 1,582.4 14262
Total liabilities and stockhiolders’ equity . ........................ L R $4,637.3  $4,423.6
". See accompanying notes to consolidated’ financial ‘statements.
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Kansas City Southern o 7 o ‘
Consolidated- Statements of Cash Flows R e
et Years ended December 31~ .
) SooATe e T 2005 . 2004 L
. 0 H . In millions _ e
Operating activities: o : o T e :
_Netincome ....... e et SN e Loo.n. $1089 $1009°°8 244
Adjustments to reconcile net income to net cnsh pr0v1cled by opcraung aclwmcs T - -
* - Depreciation and amortization -5 .. ...l e TS S 1550 1277 535
_ Deferred inCOmMe WXeS . i« v 2ot N i M0, 173y 359
- KCSM. cmployecs statutory prol'n sharing . .~ . ... ... iR e e 59- 4L1” —
Equity in indistributed losses (eamings) of unconsolldalcd affihateq e (1.3 {(2.9). 4.5
VAT/Put settlement gain. /.. ...... T L. = 131y =
Minority interest . . ... ... VI LR SO P W 03 (17.8)
Distributions from unconqohdalcd affiliates . . .. . e e 45 83 8 8
Loss (galn) onsaleofassets. ............ e e e e i f,..-’zf. e {7.8) 1.0 (3 8)
_ Changes in workmg capital 1tcmq - ‘ SO
. AccoUnIS receivable. . e e e e Lo e (18.6) 5.8 ‘(25.0) -
Inventories . . .. ............ e R T 04 - (0.8) - (114) .
OThET CUTTEIE ASSELS . « v v v v e et e o et e e et aen e ST S (50.9)- 157 (2.2
Accounts payable.and accrued Ilabilmcq e T sl . 446 252 0 399
COher, MEL . v e ee e v T N A (8.5 238, 18.1
" Net cash provided by operating. activities . . . ... ... e e RSN 267.5 1788 1427
"Investing activities: : . . e i "-, - B '_ ‘
Capital expenditures . .. ... ......... : R P e AN BN . A (241.8) (275.7) (117.:2)
. Proceeds from. disposal of property . . ... .. L PRV, ST .. 300 6.3 - 49
. Contribution from NS for MSLLC (net of change in restricted contnbuuon) 765 — =
Property invesiments in MSLLC! . L . (37.8) - — {—
investments in and loans 10 affiliates, . .. ..... e e - (1.1 105y (55 0)
Proceeds from sales-of mvcstmenls net. e PR R Lt 82 (BO0) . 0S5
Acquisition costs ... ... ... Ao e B B (lO.l)""' (9.5)
~ Cash of Mexrail at date of acqmsmon. I PR S L e —n 30 e
CashofKCSMaldalcofacqulsmon..................:.'.._...‘..‘_....' ..... .- - 55 —
Change in other restricted cash. .. ... ... T — ' T = {(200.0)
Olher et ..o e s P R S = — & (05
- Net cash used for investing acuvmcs e e DR ; i o '(IGG.O) . {289.5) © (376.8)
Financing activities: B AR . ' I :
Proceeds from issuance of long-term debt .. .. ... ... A - 6163 0 6447+ 2500
Repayment of long-termdebt. .. ................. I Dol {6585)  (521.5) (107.6) - -
. Net proceeds. from issuance of prcferred stock UL A R R R -— 7 2039 —
Debt issuance costs. . 4. ... .. S S [T AR (1.9, (165 . (3.3)
. Proceeds from stock plans . ... .. .lo 0Ll N e 8.6 . 17 . 74
"". Repurchase. of common stock. .. .. .. N AL [P — 2004y - | —
- . Excess tax benefit realized from options EXERTISEd . . vk e s e e ' 02 .. -
, DlVldcndspald...._.........................:‘...4..:..-.......; ...... (4.3) (8.7 8.7
I'- . ~Net cash provided by (used for) financmg acuvmes.‘. R R R (53.6) 103.2 . 137.3
"Cash and cash equivalents: - R ' L :
Net increase (decreasc) during each year . L 41.9 (7.5) .~ (96.3)
At beginning of year . . ........ e T S R T P - 311 C 386 1354
Atend of year . ....... DU S Cewiee. $.790. % 31108 386
Supplementat cash flow information: s ' T o
Cash payments (refunds): e " . :
INEEIESE. . | oo o oo ot e e e e e e e e e .. J§1635° .§1328  § 421
Income tax refunds (net of payments) . ............ SR e S5O0 {04 (1.6} 21.2) _
* See accompanying notes to consolidated:financial statements
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Kansas City Sou‘thern

" Consolidated Statements of Changes in Stockholders Equity and Comprehensive Income

ce §1 Pay C“mulﬂﬂve

Accumulated

See accompanying notes to consolidated financial statements.
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. $25par _FPreferred Stock ¢4y oy Other
Preferred Series C  Serfes D Common  Paid in Retained Comprehensive
L Stock 4.25% 5.125% Stock Capital Earnings Income (Loss) Total
. (In millions) .
Balance at December 31, 2003. AU $6.1 504 §— $06 $1109 § 8382 $(0.5) $ 9557
Comprehensive income: ' ' - ' -
Netimcome . ..................... w 244 : 244
Fair value change of cash flow hedges. .. .. =~ . ; 0.2 0.2
Amomzauon of interes! rate 5wap Ioss. e _ _ L : _0s5 0.5
Comprehensive i income- ... Y. t— — — e 244 0.7 251
Dividends on $25 par prel'errcd stock N
($1.00/hare) . ... i ... oo 0.2) ' 0.2)
Dividends on series C cumulative preferred . . ’
stock ($21.25/share). .. .. ... ..o T - " (8.5) (8.5)
_ Options exercised and stock subscnbcd. RN 20 ‘ 42.0
Stock plan shares issued from freasury .. ... . ' . 2.4 o 2.4
Balance at December 31, 2004. . . . . .. Lo __] 04 - _0s6 155.3 8539 02, 1,016,5
Comprehensive income: ° C
Netincome ................ P 1009 . 1009
Fair value change of cash flow hedges. .. .. (Liy’ (L1}
Amortization of interest rate swap loss. .. . . o _ _ _0s5 0.5
Comprehensive income . ... .. ... . ... R — —_ — — 100.9 (0.6} 100.3
Dividends on $25 par preferred stock .~ © 0+ :
(31.00/share) . ................... oAl e, (0.2 . 0.2
Dividends on series C cumulative preferred; Lo . :
stock (321.25/share}. . ... ... ... ... .y - T " (8.5) (8.5)
Options exercised and stock subscribed . . 7.7 - 83, . 33
Stock plan shares issued from treasury . . . ., . 23 23
Share-based compensationt . .. ........... 13 , 1.5
Stock issued in acquisition of Grupo KCSM. . 0.2 3042 304.4
Issuance of series D cumulative preferred E
SOCK. « v . 0.2 201.8 202.0
Repurchase of $.01 par common stock .. ... .. . __: o A0y (200.3) . (200.4)
Balance at December 31,2005, ., .. ... ... __l 04 02 _07 ' 473.1 946.1 _(04) 1,4262
Comprehensive income: . o
Netincome . .............c...%. ., . . 1089 108.9
Amonizalion of interest rate swaps . . . . . . e L T _ - . .04 0.4
Comprehemlvc income ............ o —— - — — — 108.9 | .04 1065.3
Dividends on $25 par preferred stock . ’ . .
($1.00/share) ~................. . N 0.2) ©.2)
Dividends on series C cumulative preferred .
stock ($5.31/share). ... ... ... .. ... .. 2.1 2.1}
Dividends on series D cumulative prcfem:d . . LT
stock ($9.40/share). .. .. ...... .. e o - 2m - 2.0)
- Stock issued for repayment of debt. . .. ... .. T 35.0 350
Options exercised and stock subseribed . . .. - " & 8.6 8.6
Tax benefit of share-based compensation . . . . . T <20 20
Share-based compensation . ... .......... ) ' 43 43
Adjustment to adopt FASB Statement No. 158 . . .
net of tax of $.8 million . . .. .. PR e - L 13 13
Balance at December 31, 2006. ... ... . ... . %60 . . 804 $0.2 $07 §5230 $1,050.7 $13 $1,582.4
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Notes to Consolldated Fmancnal Statements e
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Note 1. Descrlptlon of the Busmess :. e o
. B T ! ’ ) ! .
Kansas Cny Southem (“KCS” or the “Company”) a Delaware corporatlon ‘was, 1n1tlally organlzed in
1962 as Kansas Clty Southern Industnes, Inc In 2002, the Company formally changed +its name to Kansas

Clty Southern. KCS i is a holdlng company wtth pnncrpal operattons in ra11 transportatlon

Until the second quarter of 2005 KCS operated under one reportable busmess segment in the rail
transportanon mdustry Begmmng in the second quarter of 2005 with the vaLllSltIOIl of a-controlling interest
in Grupo KCSM; KCS began operatmg under two reportable Business- segments, which are defined geograph— o
1cally as Umted States (U.S. ) and’ Mexlco 'ln both the U.S. and the Mextco ‘segments, the Company generates -
_reveniles and cash flows by prov1dmg 1ts customers wnth frelght dehvery services both within its regions, “and
throughout North ‘America through ¢ connections wrth other’ Class | rarl camers KCs' customers conduct

- business in a’ ‘uinber of dlfferent 1ndustnes mcludmg electnc generanng utilities, chem1cal and petroleum R
products paper and forest products agnculture and mmeral products automotlve products and’ lntermodal
transportanon

’. -
. . - - =)t,

T . .
1’.,-!‘1 P i - i o - P i

KCS’ prmcrpal geographlc busmess segments include the following:. :.'

t-a ‘
e - L * ML)
b T . . -

US Segment C © R '

» The Kansas C1ty Southem Rallway Company (“KCSR”) a wholly owned consohdated subs1d1ary, _ _.A

+ Mexrail, Inc. (“Mexrall”) a wholly owned consohdated sub51d1ary, wh1ch wholly owns The Texas
Mextcan Rallway Company (“Tex Mex”) -

e

. Mendlan Speedway, LLC (“MSLLC”) a nlnety percent owned consohdated afﬁllate

. Combmed with equity 1nvestments ;" SO - h.“ [

Cad,

= Southern Capital Corporatron LLC (“Southem Cap:tal”) a fifty percent owned unconsolldated
" affiliate that owns and leases locomotlves and other rall equrpment ‘ :

,- + Panama Canal Rallway Company (“PCRC”) a ﬁfty percent owned unconsohdated afﬁhate whlch
owns all of the common stock of Panarail Tourism Company (“Panarail”). . ol

-~

Mexu:o Segment S . :'

= Grupo KCSM s. A de C.V. (“Grupo KCSM") a wholly -owned subsrdrary formerly known as Grupo
Transportacron Ferrovrarla ‘Mexicana, S. A. de C V) Jis KCS’ Mexican holdlng company which owns all’
“but one share of Kansas Clty Southem de Mexrco S de RLL. de C V. (“KCSM”) |

« KCSM which'is the principal operating suhsrdrary of Grupo KCSM operates under the nghts granted
by the: Coricession acqu1red from the Mexrcan government in 1997 (“the. Concess1on ') as descrlbed
. below. S ! - . .

+ Arrendadora: KCSM S. A de C V (“Arrendadora”) 18 wholly owned by Grupo KCSM and KCSM
and has as its only operatlon, the leasmg to KCSM of the locomotives and freight cars acquired
through the pnvatrzatlon and subsequently sold to Arrendadora by 'KCSM.

+ Ferrocarril y Terminal del' Valle de Méxnco S.A. de C.V. (“FTVM"),’a twenty five percent owned
unconsohdated afﬁllate that prov1des rallroad servrces as well as ancrllary services in the greater
Mexnco City area.

KCS completed its acquisition of control of Grupo KCSM on Apr11 1, 2005, and Grupo KCSM becarne a
consolidated subsidiary of KCS. On September 12, 2005, the Company and its subsidiaries,’ Grapo KCSM and
- KCSM, along with the Mexican holding’ company Grupo TMM $.A. (“TMM”), entered into a settlement

Al B V ]. ' - " . :: .._ ‘1‘61‘
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Kansas City Southern n ' ey "j.!-,
Notes to Consolldated Fmancnal Statements — (Contmued)

J

- agreement with the Mexman govemment resolvmg the controver51es and dlsputes between the compames and
the Mexican govemment concemmg the’ payment of a VAT tefurid to KCSM and’the purchase of the
remaining shares of KCSM owned by the Mex1can govemment As:a/result of this settlement, KCS wholly
owns Grupo KC5M and KCSM Grupo* KCSM and KCSM constitutéd 53% of consohdated assets at

: December 31, 2006 and 47% of 2006 consohdated revenues. . .. ‘_'=

The KCSM Concess:on KCSM holds a Concesston frorn the Mex1can government untll June 2047

" (exclusive through 2027, SUbjECt to certain_trackage rights) Whlch is. renewable under certain conditions for
‘additional periods, of up to 50 years. The Concess1on 15 to prowde fre1ght transportatlon services over rall lines
which are a primary, commercial comdor of the, Mexican raﬂroad system. These lines mclude the: shonest
most direct rail passageway between México Clty and Laredo ‘Téxas and serve- most of Mex1co 5 prmc1pal .
industrial cities and three of its major shlppmg ports, KCSM has the right to use, but does not own, all track:
and buildings that are necessary for the rail lines’ operatlon The Company is obligated to ‘maintain the right”

- of way, track structure, bunldmgs and related maintenance facxhttes to the operational standards specified in
the concession agreement ‘and to returit the ‘assets in that. condmon at'the end of the Concession period. KCSM
is required to pay the Mexican ‘government a concession duty equal t0 Q. 5% of gross revenues during the first
15 years of the concession penod and 1.25% of such revenues durmg the remamder of the penod

Under the Concession and Mexican law, the Company may freely set rates unless the Mex1can
government determiines that there is no effective competition in- Mexico’s rail industry. KCSM is required to
provide railroad serv1ces to all sers on a fair and non- d:scnmmatory bas1s and'in accordance with efficiency .-
and safety standards approved perlodlcally by the. Mexlcan govemment In the event that rates charged are
higher than the regtstered rates KCSM must relmburse customers with interést, and risk the revocauon of the .
Concession. - o b SR :

“Mexican railroad services law tmd regultions and the Concession establish several circumstances under
which the Concession will terminate: revocanon by the;Mexican government, statutory appropriation, or
'KCSM'’s voluntary surrender of its rights or llquldatlon or bankruptcy The Concession requires. the undertak-
ing of capital projects, including those described in a business plan filed every five years with the Mexican
- government. KCSM filed its second business plan w1th the Mexican govemment in 2003"in which KCSM
committed to certain minimal investment and capital improvement goals, which may be waived by the
Mexican government upon application for relief for good cause. Mexico may also revoke KCSM s exclusivity
after 2017 1f it determmes that there is insufficient competmon :

_In the event that the Concession is revoked by the Mex1can goveinment, KCSM: w111 receive no
compensation. Rail lines and all other fixtures covered by the Concession; as well as all improvements, will
revert to the Mexican government. All other property not covered by the Concession, mcludmg all locomotives
and railcars otherwise acquired, will remain. KCSM’s property. The Mexican government will have the right to
cause the Company to lease all: service-related assets to it for a term of at least one year,. automattoally
renewable for additional one-year térms up to five years. The Mexican government must exercise this right
within four months after revocatton of the Concession. The Mexican goveriiment may also temporanly seize
the rail lines and assets used in operatmg the rail lines in'the event of a natural disaster, war, significant public
disturbances, or imminent danger to the domestic peace or economy for the duration of any- of the foregoing
events. Further, Mexican law requires that the Mexican govemm'ent'.pay KCSM compensation equal to
damages caused and losses suffered if it effects a statutory appropriation for reasons of the public interest.

- These payments may not be sufficient to compensate the Company for its losses and may .not be timély made.

Employees and Labor Relations. Labor relations in the .S, railroad.industry’are subject to extensive
governmental fegulation under the Railway Labor Act (YRLA”)."Under the RLA, national labor agreements
are renegotiated when they become open for. modification, but their terms remain in effect until new
agreements are reached. Typically, neither management 4nor_'lélgor employees are permitted to take economic

: ’
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]

action-until extended procedures are exhausted Various collectwe hargamlng agreements cover approx1mately

81% of KCSR employees. | -

+

Under the negotiating process for new. collectlve bargaining ‘agreements which began on November 1,
1999, all U.S. unions reached new labor agreements with KCSR in 2005. Wages, health and welfare benefits,
work rules and other issues have been negotrated on an mdustry -wide scale. Prev10usly, these negotiations,
which can take place over significant periods of time, ‘have not resulted in aany extended work interruptions.
The existing agreements will remain in effect until new agreements are reached or the RLA's procedures are
exhausted. Until new agreements are reached, the current agreements prov1de for penod1c wage adjustments.

A labor agreement covering approxnmately T5% of KCSM'’s total employees was renewed in, 2003 and is
effective through July 2007. The compensatlon terms of - the* labor agreement are subject to renegotiation on an
annual basis and all other terms are renégotiated every two years. These negotlatlons have not resulted in any
strikes, boycotts or other matenal disruptions at KCSM :

Note 2. Significant: Accountmg Pohcres _ - ' I

Prmcrples of Consohdarwn The accompanylng consohdated financial statements are presented usmg _
the accrual basis of accounting and include the Company and its majority owned subsidiaries. All significant.

. intercompany accounts and-transactions -have been eliminated. Certain pnor year amounts have been reclassr-

fied to conform to the current year presentatlon

The equity method of accountmg is used for all- -entities in Wthh the Company or its sub51d1anes have

: :' significant influence, but not more than fifty percent votmg 1nterest _and the cost method of accountmg is

generally used for investments of. less than twenty percent voting mterest The company evaluates less than . -
majority owned investments for consolidation pursuant to FASB lnterpretatlon No. 46 (Revised 2003). The - .
Company currently does not have any less than ma_]onty owned investments requiring consolidation. .

Goodwill and Other Inrangzble Assets. “Goodwill represents the excess of the purchase price over the

fair value of the net 1dent1ﬁable assets vaLllI’ed in a business combination. As of December 31, 2006 and
" 2008, the goodwill baldnce was $10.6 fiiillion*which is included in other assets in the Consolidated Balance

Sheet. In accordance with Statement of Fmancral Accoummg Standards No. 142 HGoodwill and-Other
Intangible Assets" goodwﬂl ‘and 1ntang|ble assets with indefinite useful lives are not amortized, but are
reviewed at least annually for 1mpa1rment ‘An nnpamnent loss would be recogmzed to the extent that the
carrying amount exceeds the assets” fair value Intangible assets w1th estlmable .useful lives are amortized on a
straight-line basis over thelr respective useful lives. The Company perfonned its annual 1mpa1rment test for
goodwill as of September - 30, 2006 and- there was 1o mdtcatron that goodw:ll was impaired. '

Use: of Estimates. . The accountmg and ﬁnanc1al reporting pol1c1es of the Company conform to account-
ing principles generally accepted n the United States (“U.S. GAAP”)..The preparation of financial statements

“in conformtty with U.S. GAAP requlres management to make’ estimates and assumptions that affect the
reported amounts of assets and llablhnes the dlsclosure of contmgent assets and liabilities at the date-of the ,
financial statements, and.the reported amounts of revenues and expenses during the reporting period.

Management reviews its estimates, including those related. to the fecoverability and useful lives of assets, as
well as liabilities for lmgatlon envrronmental remediation, casualty claims, and income taxes. Changes in
facts and c1rcurnstances may result in revrsed estimates. Actual results could differ from those estimates.

Currency Translation. For tax purposes Grupo KCSM and s subsidiaries are requ1red to maintain their

‘books and records in Mexican pesos. For financial reporting purposes Grupo KCSM and its subsidiaries

maintain records in-U.S. dollars, whtch is the functlonal currency. The dollar is the, currency that reflects the
economic substance of the underlymg events and circumstances relevant to the entity (i.e., historical cost
convention). Monetary assets and liabilities denominated in pesos are translated into dollars using current
exchange rates The difference between the exchange rate on the date of the transaction and the exchange rate
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Notes to.Consolidated Financial Statements — {Continued)

on the settlement date, or balance sheet date if not settled is included in the income statement as other
income. .

Revenue Recognition. The Company recognizes freight revenue based upon the percentage of comple-
tion of a commodity ‘movement as a shipment moves from origin to destination,’ with the related expense
recognized as incurred. Other revenues, in general are recognized when the product is sh1pped as services are
performed or- contractual obligations fulfilled. . . .

Cash Equnalents Short-term liquid investments with an initial matunty of three months or less are
classified as.cash equwalems -

Accounrs Receivable, net. Accoums receivable are net of an allowance for uncollectible accounts as
determined by historical expenence and. ad]llbted for economic uncertamtles or known trends. Accounts are
charged to the allowance when'a customer enters bankruptcy, when an account has been transferred to a '
collection agent or submitted for legal action, or when a customer is significantly past due and ali avzulab]e
means of collection have been exhausted, At December 31, 2006 and 2005, the allowance for doubtful
accounts was $31.4 million and $24.1 million, respectively. Bad debt éxpense was $10.8 million and
$15.2 million for the year ended DecembeT 31, 2006 and 2005, respectively.

Restricted Funds — JSIB Consulting. In connection with KCS’ acquisition of the controlling interest in
Grupo KCSM, KCS entered into a consulting agreement with José F. Serrano International Business, S.A. de
C.V. (“)JSIB™), a consulting company controlled by Jose Serrano, Chairman of the Board of TMM, which
became effective April 1, 2005. Under this agreement, JSIB will provide consulting services to KCS in
connection with its Mexico business for a-period of three years. As consideration for these services, JSIB
receives an annual fee of $3.0 million. The consulting agreement required KCS to deposit the total amount of
.annual fees payable under the agreement ($9.0 million) in cash to be held and released in accordance with the
consulting agreement. On January 12, 2006, the first $3.0 million annual fee was released from the escrow
account. Accordingly the balance in restricted funds was $6.0 million on December 31, 2006, of which
$3.0 million was included in current assets and $3.0 million was included in other assets. JSIB directs the
investment of the escrow fund and all gains ‘and losses in the fund accrue to JSIB s beneﬁt

Restricted Funds —MSLLC. On December 1, 2005, KCS and KCSR entered into a transaction
agreement with Norfolk Southern Corporation (“NS™) and its wholly-owned subsidiary, The Alabama Great
Southern Railroad Company (“AGS”), providing for the formation of a limited liability company between the
parties relating to the ownership and improvement of the KCSR rail line between Meridian, Mississippi and
Shreveport, Louisiana, which is the portion of the KCSR rail line between Dallas, Texas and Mer1d1an known
as the “Meridian Speedway™. -

- “In connection with the formation of MSLLC, NS, through AGS; contributed $100.0 million to MSLLC,
representing the initial NS investment in the joint venture. MSLLC commenced operations on May 1, 2006.
NS’ initial investment, $76.5 million was distributed to KCS as reimbursement for capital expenditures
incurred and paid by KCS for MSLLC during 2006. KCS Kas classified the remaining balance of $23.5 million,
as funds restricted for payment of MSLLC capital assets at December 31, 2006. Substantially all of these
funds will be vsed for capital improvements on the Meridian Speedway. NS has a bmdmg commitment to fund
additional cash contributions of $200 million, subject to the terms of the agreement, reflecting an ulnmate
ownership of 30% in MSLLC, once funded

Inventories. Inventories consisting of diesel fuel, items to be ueed in the maintenance of rollmg stock
and items to be used in the mamtenance or construction of road property, are valued at the lower of average
cost or market. '

Derivative Instruments.  Statement of Financial Accounting Standards No. 133, “Accounting for Deriva-
tive Instruments and Hedging Activities”, as amended, requires that derivatives be recorded on the balance
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sheet as either assets or liabilities measured at fair: value. Chianges in the fair value of derivatives.are recorded

_either through current earnings or as other comprehensive income; dependmg on hedge designation. Gains and

“losses on ‘derivative instruments classified as cash flow hedges are reported in other comprehensive income

and are reclassified into earnings in the pCI‘IOdS in'which earnings are’impacted by the variability of the cash

flow of the hedged 1tem The meffectwe portion of all hedge transactlons is recognrzed in current period

earnings. - R L .

Propemes and Deprectattan Properties are stited at cost less accumulated depreciation Additions and
renewals, including those on leased assets that increase the life or utility of the asset, -are capitalized and all
properties are deprecnated over the estimated remaining life or lease term of such assets, whichever is shorter.
The Company capitalizes certam overhead costs representrng the indirect costs associated with construction
and 1mprovement pI‘O_]BCtS usmg the full absorption method. Overhead factors are periodically reviewed: and
adjusted to reflect current costs. Depreciation for railway operatmg assets is derived using the group—lrfe
method Thrs method classrfies similar assets by equipiment or road type and deprecrates these assets as.a :
whole - Repatrs and mamtenance costs are charged to expénse as, mcurred ) )

The ranges of annual deprecmtron rates for financial statement purposes are: road and structures — 1% to
4%, rollmg stock and equipment — 2% to 14%, computer softwire — 8% to 14%, and capitalized leases —
3% to 7%

. . ; ‘

. The cost of transportatlon equ1pment and road property normally retired, less salvage value, is charged to
accumulated depreciation. The: cost of industrial and other property retired, and the cost of transportation
-property abnormally. retired, together with accumulated depreciation thereon, is eliminated from the property -
accounts and the: related- gains or losses are reflected in net’income. Gains.or losses recognized on the sale of
non-operatmg property reflected. i in other mcome are not materral for the penods presented

KCSR Deprecranon Revrew Dunng the year ended December 31, 2006 KCSR engaged a. c1v1l
engineering firm with expertise, in railway property usage to conduct a study to evaluate deprec1atron rates for '
‘properties and equipment. ‘The study centered on evaluating actual hlstorlcal replacement patterns to assess
future lives and indicated that KCSR was depreciating its property over shorter perlods than the assets were

. actual]y uséd, as estlmated by the study. The efféct of thrs change in estlmate wias a $3.0 million decrease in

Ll
-

deprecratron expense for the year ended December 31 2006. *

|" +

KCSM Depreciation Review. For.the year ended December 31 2005, KCSM adopted the group
deprec1at1on method- for consistency with KCSR. Accordingly, changes were made to certain historical
depreciation rates. Dunng the year ended December 31, 2005; KCSM engaged a civil engineering firm with
expertise in rarlway property usage to conduct an analysis of deprec1at|on rates for’ properties and equlpment.
The analysis centered on evaluating actual historical replacement patterns 1o assess future lives and indicated
that KCSM was deprematmg its property over shorter periods than actually utilized. As a result, depreciation
expense recorded in'the fourth quarter of 2005 reflected an adjustment totaling $5. 5 mtlhon 10 reduce
deprecratlon expense recorded in the“second and third quarters of-2003. Concession rights and.related dssets
are amortized over. “the ‘shorter of thelr remaining useful lives as determined by the KCSM depreelatron review
~or the hfe of the Concession. . ‘ "

Concessron Rights and Related Assets Costs incurred by the’ Company to acquire the Concessron Trights
and related assets were capitalized and are amortized over the estimated useful lives.of the related assets-and
rights acqurred Concession replacements and lmprovements are stated ‘at cost Md_]Ol’ repa1rs and track " ey LT
rehabllrtatlon are caprtallzed Ammortization is calculated using the straight- -line method based on the estlmated R

nseful hves of the respectwe lmprovements or the term of the Concession if shorter P B : T,

Compurer Soﬁware Costs. . Costs: mcurred in conjunction with the purchase or development of computer C e

software for internal use ‘are capitalized. Costs incurred in the preliminary project stage; as well as training’ ‘ .
and mamtenance costs ‘are expensed as incurred. Direct and indirect costs associated with the application Sl
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deve]opment stage of mtemal use. software are capttahzed untrl sueh time that the software is substannally
complete'and ready for its' intended use. Capttaltzed costs are amort1zed on a strarght—lme basis.over; the useful
life of the software ' " : . :

) Long Ltved Assets. The Company evaluates the recoverabrhty of its propertles when there is an

.. indication that an.asset value has-been‘impaired.’ The measurement of possibie impairment is based primarily
on the abrhty to recover the carrymg value of the asset from expected future operating cash flows related to

_the assets on-an- undlscounted bas1s There were no-assets: requrrmg an 1mparrment adjustment at December 31,

"2006 . ' R - - , z»J ] ‘,..

A

Farr Value of Financial Instrumentr The Company 8 ﬁnanctal instruments 1nclude cash and cash
) _'.equ:valents accounts recetvable lease and contract receivables, accounts payable and long—term debt as
: descrlbed in- Note 6. v . : R

[
3 ,‘.’ N

) 'l‘he ﬁnancral statement earrymg value of the Company s cash equwalents approxrmates fair value due to
" their short term fiature. Cdrrytng value _approximates fair value for all financial mstruments w1th six‘months or
less to re- prtcmg or maturity and for ﬁndncral instruments with- variable mterest rates The Company estimates
the fair value of long term debt based upon borrowmg rates ava1lable at the reportmg date for mdebtedness
.wrth similar terms and average maturities. Based upon the borrowmg rates currently available to’ the. Company
and its subsidiaries, for indebtedness wrth similar terms and average maturities, the fair value of” Iong -term debt
was $1,8141 million and $1,938.6 million at December-31,.2006 and 2005, respecttvely “The financial
statement carrying. value was. $l 757 0 million and $1,860.6 million at December 31 2006 and 2005
respecttvely . N : ) T _\' - =

Envzronmema! Lrabrltttes The Company records liabilities. for remediation and restoratton costs related
to past activities when the Company s obligation-i is. probable and the costs can be reasonab]y esttmated Costs
‘ of future expenditures' for énvironmental remediation are not discounted to their present value. Recovenes of
env1ronmental remediation-costs from other parties are recorded as assets when'their receipt. is. déemed -
probable Costs of ongomg compilance activities related to Current operatlons are expensed as. mcurred

Carualty Clazms Casualty c]alms in excess of self-i 1nsurance levels are lnsured up 10 certam coverage 7
amounts, dependlng on the type,of claim and year of occurrence. The Company s casualty liability reserve is
based ot a study by an independent third party actuarial firm performed on an undiscounted basis. The reserve
'is based on claims filed and an estimate-of claims incurred but not yet reported. While the ultimate amount of
“claims incurred s dependent.on vartous factors, it is. management’s opinion that the recorded liability-is a
reasonable estrmate of aggregate future claims. Adjustments to the lrabtlrty will be reflected as-operating
expenses in the period i in which: the’ adjustments are known Legal fees related to casualty claims are recorded
i operatmg expense in the period incurred. ‘ : : ¢ g ‘

Pensron and, Orher Posrrenrement Benef is. The Company provides certam med1cal life and other
postretrrement benet' ts to certain active employees and retirees. The Company uses third- pfarty actuarles to
_ a551st in esttmatmg liabilities and expenses for pension and other post retrrement beneﬁts Estrmate amounts
'- <are basgd on-current_and historical information, current mforrnatron and estimates regardmg future évents and
T Ctrcumstances Signrﬁcant assumptlons used in the valuation of penslon and other postretirement liabilities -
~ include the expected réturn on.plan assets (if funded), drscount raté; rate of increase in compensauon levels
and the heaith: care cost trend rate. - . _ T w

KCSM Employees Sratutory Prof t Sharmg KCSM is subject to employee statutory prof' t. sharlng
requrrements under Mexican law and. calculates proﬁt sharing lldblllty as 10% of KCSM net taxable income,
Aadjusted as presertbed by the Mexican income fax iaw. In calculating its. net taxable income, for statutory profit
sharmg purposes, KCSM prevrously deducted NOL carryforwards. The' appllcatlon of: NOL carryforwards can
“result in a deferred proﬁt sharing asset for a given period rather than a proﬁt sharing habtllty Due to decisions
by the Mexrcan Supreme Court iy 2005 declaring that NOLs from prevrous years may not be cleducted KCSM
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changed the method of calculaung its statutory profit shanng liability. KCSM -no longer deducts NOLs from
prior years when’ calculatmg employee statutory profit sharing. This change requiréd KCSM to write off its *
deferred tax assets related to statutory profit sharing resulting m a charge to’ operatlng expenses of ‘
$35.6 miilion in 2005, after purchase accounting ad]ustments wntt s e f‘ -

r

Share- Based Compensanon Effecuve January 1, 2006, the Company accounts for all share-based
compensation in accordance wuh the fair value recogmuon prov1srons of Statement of F1nanc1al Accounting
Standards No. 123R {Revised) “Share-Based Payments” (“SFAS 123R”) Under this method compensanon
expense is measured at grant date based on the then fair value of- the award and is recogmzed over the
requisite service period in which the- award is earned. The Company has elected to adopt SFAS 123R on a
modified prospective basis, which requires that all new awards and modified awards after the effective date
and any unvested awards at the effective date are recogmzed as compensanon cost ratably over the optlon SE
vestmg period.. SFAS 123R requlres forfeitures to be estlmatecl at the time,_ of the’ grant ‘and revised-if ;..
necessary, in subsequent penods should actual forfeltures differ from those estrmates In accordance w1th the * .
modified prospective transition method the Cornpany s Consolldated Fmancral Statements for pr|or years have
not been restated to reflect, and do not- include, the 1mpact of SFAS 123R L . o

Prior to the adoption of SFAS 123R, the Company accounted for share based compengation in accordance
with Accounting Principles Board Opinion No. 23, “Accountmg for, Stock Issued to Employees” (“APB 25")
and followed the pro forma disclosure requrrements set forth in: Statement of Flnancral Accountmg Standards
No. 123 “Accounting for Stock Based Compensauon” (“SFAS 123") Under this method, compensation.
expense was recognized ratably over the option vesting, period: if an option exercise price was less than the.
market price of the stock at the date of grant. KCS’ practlce was to set the’ optlon exercise price equal to the
market price of the stock at the date of grant; therefore ‘no compensatron expense was recognized for financial
reporting purposes.

The followmg table 1llustrates the effect. on net income and earmngs per share if the Company had ) S
applied the fair value recognmon prov151ons of SFAS 123 .10 share-based employee compensatton prior-to ' '
January 1, 2006;

2005 2004

Net income (in milh‘ons): . ‘ :
CAsTeported L. ... T, P $100.9

$24.4
" Additonal stock-based compensation expense determmed under fair value _ :
method, net of income taxes ........... 7. 0. ECRUSRNIY S o0 (08) (L6
Proforma. .. ... . .o e $100.1  $22.8
Earnings per basic share: Conr _ ; e T -
Asreported .. ........ e e AR 8121 8025
Proforma.................. e e 211200 022
Earnings per diluted share: _ T .
Asteported ... ... e P ... 8110 8025
Profonna...................:'.Z,' ......... PR e Lo BO7 022 \

All shares held in the Employee Stock Ownershlp Plan (“ESOP") are treated as outstandmg for purposes _
of computing the Company ] eammgs per share See addmonal 1nformanon in Note 9, . M

The Company 1ssues treasury stock to settle share based awards. The Company does not intend to
repurchase.any sharés in 2007.'to provide shares to issue as share- based awards however, management
‘continually evaluates the appropnateness of the level of shares outstandmg S
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Income Taxes. Deferred income tax effects of transactions reported in different periods for financial
reporting and income tax return purposes are recorded under the liability method of accounting for income
taxes. This method gives consideration to,the future tax consequences of the deferred income tax items and
immediately recogmzes changes in income tax laws upon enactment. '

Prior to the acqulsmon of a ‘controlling interest in Grupo KCSM or April 1, 2005, Grupo KCSM provnded
deferred income taxes for the difference between the ﬁnanmal reporting and income tax bases of its assets and
liabilities. KCS recorded its proportionate share of these income taxes through its equity in Grupo KCSM's
earnings. Since April 1, 20085, Grupo KCSM income taxes are reflected in the consolidated results. Although
KCSM has generated book profits, it has incurred tax losses due primarily to the accelerated tax amortization
of the concession rights. The. Company has recognized a deferred income tax asset for the resulting net
operating loss carryforwards Management anticipates that such net operating loss carryforwards will be’
realized’ given the long carryforward perlod (through the year 2046) for amortization of the Concessmn as
well as the fact that KCSM expects to generate taxable income in the future. The Company’s tax pro_lectlons

 take into consideration certain assumptions, some of Wthh are under its control and others which are not, Key
assumptlons inctude inflation rates, currency fluctuations and future revenue growth. If the assumptions are not
correct, a valuation allowance would have Jto be recognized on the deferred tax asset.

Prior 'to the acquisition of a controllmg interest in Grupo KCSM on April 1, 2005, the Company did not
provide' U.S. federal income taxes for the' temporary difference between the financial reporting basis and
income tax basis of its investment in Grupo KCSM because Grupo KCSM was a'foreign corporate joint
venture that was considered- permanent in duration, ‘and- the Company did not expect the reversal of the
temporary difference to occur in the foreseeable future. Following the acquisition of control of Grupo KCSM
in 2003, the Company has not provided U.S. federal income taxes on the undistributed earnings of Grupo
KCSM since ‘the Company intends to reinvest such earnings indefinitely outside of the United States.

' Earnings Per Share. Basic earnings per common share is computed by dividing income available to
common shareholders by the weighted average number of common shares outstanding for the period. Diluted
earnings per share reflect the potential dilution that-could occur.if convertible securities were converted into
common stock or stock based awards were exercised or earned. The following reconciles the weighted average
shares used for the basic earnings-per share computation to the shares used for the dlluted earnings per share
computation at December 31 (in rhousands)

2006 2005 2004

Basic shares . . ... ... H 74,593 75527 62,715
Additional weighted average shares attnbutable to convertible ‘
securities and stock options: .

-39.0 million VAT/Put settlement payment due to JSIB. ... . . .. o — 110 —
$47.0 million esCrOW NOLE . .. ..ttt e i e e 1,667 1,439 —
VAT/Put settlement contingency payment .. - .. .............. 1,418 918 —

", Convertible preferred stock ............ e e 13,389 13,389 —
SIOCK OPHONS. . ... e 1,266 1,358 1,268
Nonvested Shares . . ... . . ittt iin s 53 6 - —

Diluted Shares . ... .................oviei.. O 92,386 92,747 63,983
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Potentially dilutive shares excluded from the calculation (in thousands): b
' ' A 2006 . 2005 2004

Stock options where the exercise price is greater than the avere{ge market

price of common shares. ..........¢... c.... A — " " 361
Convertible preferred stock series C which are anti-dilutive .. .. ... ... —  — 13,389
Convertible preferred stock series D which are anti-dilutive . ... .... ... . 7,000 486 —

The following reconciles net income available to common shareholders for purposes of ‘basic eaf'nings p&
share to that for purposes of diluted earnings per share (in millions):

N . 2006 2005 2004
Net income' available to common shareholders for-purposes of L ' '
A ;.“cor‘nputing basic earnings per share ... .. ... e P . $894 $914 8157
 ‘Effect’of dividends on conversion of convertible preferred stock. . . . . - 85 - 85—
Effect of interest expense on conversion of $47.0 million escrow-note . . 14 1 —
Effect of interest expense on conversion of note payable to TMM for : .
- VAT/Put settlement ... ...........oooiinnnnnenns e 0.8 0.6 —
Net income available to common shareholders for, purposes of . : "
computing diluted earnings per share . . . . .. e eoon.. 810047 810160 $157

New Accounting Pronouncements.

FIN 48. In June 2006, the Financial Accounting S'téfn_dar‘ds‘i'Bﬁé'rd ssued Interpretation 48 “Accounting
for Uncertainty in Incomie Taxes - an Interpretationi of FASB_Siatémeit No. 109, Accounting for Incoie
Taxes” (“FIN 48”), which clarifies the accounting foh‘unt}:‘gnaintig‘s_‘ in*income taxes. FIN 48 prescribes a :

-récognition threshold and fneasurement attribute for the financial statement recognition and measirement of a”
‘tax position taken or expected to be taken'in a tax return. The Interpretation requires that the Company - .
recognize in the financial statements, the impact of a tax position, if that position is more. likely-than not of .|
being sustained on audit, based on the technical merits of the position. FIN 48 also provides guidance on
derecognition, classification, intérest and penalties, accounting in interim periods and digclosur‘c._-‘ ot 2

The provisions of FIN 48 are effective beginning January 1;}200?,:{%'ith the cumulative efféct of théil."-

‘change in accounting principle recorded as an adjustment to opening retained earnings. The estimated impact - S o

of the adoption of FIN 48 is subject to change due to potential changes in interpretation of FIN 48 by the-- ~
FASB and other regulatory bodies. The Company is still monitoring this standard and evaluating the impact of . -
adopting FIN 48; however, does not anticipate adoption will have a material impact on the Company’s - . »- .
consolidated ‘Financial Statements. L e o "

N
V

" EITF 06-3. In June 2006, the Financial Accounting Standards Board ratified Emerging Issues Task - .-
‘Force Issue No. 06-3 “How Taxes Collected from Customers and Rémitted to Governmental Authorities
Should Be Presented in the Income Statement (That Is, Gross Versus Net Presentation).” This standard allows
companies to present in their statements of opérations any taxes asg;csse'd by a governmental authority that are:
directly imposed on revenue-producing transactions between a seller and a customer, such as sales, use, value-
added and some excise taxes, on either a gross (includ;d in rcvcnués,arid_co.sts) or a net (excluded from .~ .
revenues) basis. This standard will be effective for the Company in interim periods and fiscal years beginning.
after December 15, 2006. The Company presents these transactions on a;net basis-and intends to continue this'
presentation in the future, therefore the adoption of this-standard will haye no impact on its.financial
statements. It : N Tt

‘3

SFAS 158.  In September 2006, the Financial Accounting Standards Board issued Statement of Financial
Accounting Standards No. 158 “Employers’ Accounting for Defined Benefit Pension and Other Postretirement
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Plans—an Amendment of FASHE Statements No. 87 88 106 and- 132(R)” (“SFAS 158™), whlch requtred the
recognmon of the overfunded or underfunded status of a deﬁned benefit postretirement plan in the’ Company $
balance sheet on December 31, 2006. Additionally, the pronouncement e]lmmates the- option.for the Company
> to use a measurement date prior to the Company s fiscal year end effectwe December 31, 2008. The Company
- adopted SFAS 158 effective December 31 2006, which did not result in a significant 1mpact to the
Consolldated Fmancral Statements.” - R

Note 3. Investments

[nvestments lncludmg mvestments in unconsolidated aft‘ liates, foliow (in millions):

RO Percentage "
. ot . Lot o Ownership at _Carrying Value .
Loy IR ;- - Company - o l)ecember 31, 2006 ,2{}06,,_‘ 2005
Southem Capttdl ...................................... ' 50% $29.2: $27 9°
v PCRC.'. R R e e e e e 50% 183 181
20 Y O S 25%. 139 109
Other.. . ... e 35-. . 34

$64.9 - $60.3

" Southern Caprtal

In 1996 the Company and GATX Cap1tal Corporanon (“GATX”) completed a transaction for the
formatlon and ﬁnancmg of a joirit venture Southem -Capital..Southern Capital’s principal operations are the -

e ’acqursrtron of locomotives, rolling stock and other rallroad equipment and. the* leasmg thereof. The Company

", received cash. that exceeded.the net book value of assets contributed to.the joint. venture by $44.1 mllhon ‘

"t
-

ey ‘.\

) holds a ﬁfty percent intérest in"Southern Capnal Wthh 1t accounts for usmg the equity method of accountmg

: KCSR pald»Southem Capital $26. 5 million, $30 1 mllhon and $32.5 million in 2006, 2005 and 2004,
y respectively; under’ operating leases. In- connectron with the formation of Southern Capital,-the Company

' 'Accordmgly, -this excess fair value over book value is bemg recognized:as a reductlon in lease rental expense .

Cover the.terms of the leases equal to, $2 7 million, $3.6 million and $4.4 million in 2006 2005 and 2004,

respectwely i 2006 2005 and 2004 the Company received cash dw;dends of $4.5 million, $8 3 mrlhon and
$8 8 m1l]|on respectlvely, from Southern Caprtal : : .

Dunng 2005 and 2004 Southern Cap1tal recorded gains of $7 7 mllhon and $6. 0 million, respecnvely,
related 1o the sale’of 16comotives to KCSR, but Southern Capital recorded no such gains in 2006. For purposes
. of recordmg its share .of Southerri Caprtal earmngs the Company has recorded its share of the gains as a.
reductlon 10 ‘the-cost basis of the equipment acquired. As a result, the Company will recognize its equity in the
gams over. the remammg deprec1able hfe of the ]ocomouves as a reduct:on of deprec1at1on expense. ‘

".On June 5 2002 Southern Capital reﬁnanced the outstanding balance of a bridge Ioan through' the
- issuance of approxrmately $167.6 m1ll|on of 5.7%: pass throuigh trust cemﬁcates and proceeds from the sale of
50 loeomotrves Of this amount, $104 0 mrlhon was securad by all of ‘the locomotives and rolling stock owned
by. Southern Capital (other than the 50 locomotwes which were. sold, as discussed below) and rental payments

S payable by KCSR under the operatmg and financmg leases of the equ1pment owned by Southern Capital.
Payments of interest and principal of* the pass through trust certificates, which are due semi-annually through
. 2022, are.insured’ under a financial guarantee insurance policy. by MBIA [nsurance: Corporation (“MBIA”). -

) KCSR leases or ‘subleases all of thc eqmpment securing the pass through certificates.

‘J“v

- The’ remammg amount. of pass through trugt certificates, approximately $63.6 ml]hon was assigned to
' General Electnc Corporanon, the buyer of the 50 locomouves ‘and is secured by the sold locomotlves and-
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rental payments payable by KCSR under the sublease. Southern Capital does not ‘have the option, nor is it
obligated (o repurchase or redeem the lease receivable or related equipment on or prior to the ‘expiration of the

t[éqs‘_q agreement entered into with KCSR at the time of the sale. Southern Cépitél'_doé‘s not guar;imee the lease
~_payments of KCSR and has no obligation to make such payments if KCSR should fail to do so. In the event
-of default by KCSR, MBIA guarantees the outstanding debt and may seize the collateralized assets, or finda -

third-party-lessee to continue making the rental payments to satisfy the debt requirements.

Panama Canal Railway Company.

PCRC, a joint vvent;u_re company owed eqdallj by KCS and Mi-Jack Produ'cié, Inc., has the con‘cessi_or'l'

.from the Republic of Panama to reconstruct and operate the Panama Canal Railway, a 47-mile railroad'lqé’aléd o

adjacent 'to the Panama Cana! that provides international shippers with a'railway transportation option to.-
complement the Panama Canal. The Panama Canal Railway is a north-south railroad traversing the Panama

. isthmus between the Pacific and Atlantic Oceans. Panarail operates and promotes commuter and tourist
"passenger service over the Panama Canal Railway. ' Sl

The Company has invested $31.5 million ($12.9 million of equity and $18.6 million of subordinated
loans) toward the r(;:construction and operations of the Panama Canal Railway as of December 31, 2006, The
loans carry a.10% interest rate and are payable on demand, subject to certain restrictions.

" "PCRC completed the financing for the reconstruction project with the International Finance Corporation

S (IEC™), a mémber of the World Bank Group. Under the terms of the loan agreement with IFC, the Company

is a guarantor for up to $4.4 million of the associated debt. Also if PCRC terminates the concession contract
without the IFC’s consent, the Company is a guarantor for up to half of the outstinding senior loans. The

. Corilp'ziny:fis,;also a guarantor for up.to $0.5 million of the equipnient loans and capital leases, and has issued
. Iwo irrevocable letters of credit totaling approximately $2.0 million to fulfili the Company’s fifty percent
~ . guarantee of .approximately $4.0 million equipment loan. '

Féfrocarril y Terminal del Valle de México, S.A. de C.V. (Mexico Vailéy R&i!way and Terminal o :
“FTVM!’)- ) -, o A . N

FTVM prévides railroad services as well as ancillary services, including those relatéd to in_tercbnnéction,
switching ‘qi}dfhﬁulage services in the greater Mexico City area. KCSM holds 25%; of the share capital of

FTVM. The other sharéholders of FTVM, each holding a 25% interest; are Ferrocarril Mexicano; S.A. de C.V. -

(“Ferrdynéx**), Ferrocarril del Sureste, S.A. de C.V. (“Ferrosur™) El_n'd‘tlie Mexican government. .

Pursuant to the concession, KCSM is required to grant riéh_i_s‘ to usé__porti'oh's of its track to Ferromex,
Ferrosur and FTVM, and these companies are required to grant KCSM the rights to use poitions of their
tracks. : ' ' RERES

Pt
tee
LN

Fiﬁiﬁnéiél information of unconsolidated afﬁliateé til__zit‘ the Company accou:htegi for 1und\er'the"equity
'method is presented below (in millions). Amounts, including those for Grupo KCSM, are-presented under
U.S. GAAP. Certain prior year amounts have been reclassified to reflect amounts from applicable audited

financial statements.” -

e

b}
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. 7 As of and for the Year ended
December 31, 2006 -
p i Southern .
s ) . . FITVM Capltal PCRC
Investrnent in unconsohdated afﬁhates ..... el e $13.9 .-" $29 2. .. $18.3.
“Equity in net assefs of unconsohdated affiliates .. ... .. e e e 126 - 29.2., e T (0.3)
" Financial condition: ) T ' ' S
4Cufn:ntassets....I...‘.~....L ........ e $46.4 $24 ‘$_5.4
 Other assets. ........... JE P e BY 8 787
Asscls. e U S e $80.3 $89 5 $84.1
;o ! S L b ' B ,
- .Current liabilities.h..'...‘ R R e $13.5 . — $14.6
. Long-term Habilities . o oo e e e 165 ... . 31 lH ..70.0
Equlty of stockholders and. partners ..... O 50.3 584 _(0.5)
L1ab111tles and equlty ............................................ $80.3 -$89.5  $R4.d .
Operarmg resulrs,. - | -
Revenues " ....... e e T $60.5: - . $18:1  '$19.0
Expenses........... R SR 457 T4 209
Net income (10SS) .. ..0. c.. 0., . ... e $14.8 8107, $(1.9)
: ' As of and for the .
. . Nine Months As of and for the"
< : - Ended . +" Year Endéd
,eota December 31, 2005': ., December 31, 2005
- - U Souwthern .
_ ) X ‘ : FTVM " Capital - PCRC
Investment in unconsolidated affiliates ... .......... o N 5109 - $279 - $18.1
Equity in net assets of unconsolldated affiliates. . . . . e 96 7 279 - 06
Fmancml condmon S R BRI
Currem assets .......... T $35.4 $52 - $52
Other assets. e e 28.1 928, - 815
ASSELS . o oo e e ; $63.5 $98.0 -, $86.7
Current liabilitic§ .. .\, ... . .. RN [ETOT $93 $ 107, . $13.9
Long-term liabilities. . . . . ... .. e T o158 T 4127 715
Eqmty of. stockholders and panners B ; e 384 558+ 1.3
Llablhtles and, equ1ly . ' O e, $63.5 $98.0° $86.7
CO e - I - T
Operatmg results: 7 - T L R
L D e $55.3 $274 ' $17.5
Expenses . .. ... 0%, ‘.:.. e T e b e , 459 “ 14340 7210
Net income (logg) ;5T S U PR $ 94 $13.13 $(3.5)
-~ k!
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As of and for the Year Ended
December 31, 2004 |

Grupo Southern

. . Mexrail KCSM Capital © PCRC

Invéstment in unconsolidated affiliates . . . . . e $300- 8§ 3896 $29.1 $134 .
Equity in net assets of unconsolidated afﬁllates ................. 27.1 375.0 29.1 2.4‘-‘ ‘
Financial condition: ] _ ) "‘ ' ’
Current assets e e e e R $ 298 § 2527 $ !2.3 $42 - .
TOUREE BSSETS « « \ < - o« e et 712 19823 1135 834 .
UASSEES o e e 81010 $2,2350  $1158 3876
Current liabilities . . . . . . e S Vo e 47.3 211.5 1.2 10.7
Long-term liébil_ities. O U 0.7 8654 S 565 722
MinOTity IMMETESt . .. L. ov ool - 353.3 - =
Equity of stockholders and partners .. .......... ... .ol 53.0 804.8 58.1 4.7

Liabilities -and equity ... ... ... e ... $101.0 $22350 $1i58 $87:6
Oper&n’ng results: - o l : ‘
REVENUES. . . ottt i i et e PP $ 66.5 $ 701.8 %290 $10.1
EXDENSES . .o o\ v oo T 744 71001 172 143

Netincome (1088). . ...\t i it aed S $ (79 $ @3 $.118 $ 4.2)

KCSM purchased all of the shares of Mexrail from TMM and KCS on March 27, 2002. Accordingly for -
the period from January 1, 2004, through July 31, 2004, the results of Mexrail are consolidated into the results
of Grupo KCSM. : ! .

Note 4. Acquisitions

In accordance with Statement of Financial Accounting Standards, No. 141 “Business Combinations”, (he
Company aflocates the purchase price: of its acquisitions to the tangible and intangible assets and liabilities of
"+ the acquired entity based on their fair values. The excess of the purchase price over the fair value is recorded
as goodwill. The fair values assigned to assets acquired and liabilities are based on valuations prepared by
independesit third party appraisal firms, published market prices and management estimates. .

Acquisition of Controlling Interest in Grupo KCSM.

April 1, 2005 — Acquisition Agreement. In furtherance of the Company’s strategy for expansion into
Mexico, on December-15, 2004, the Company entered into the, Amended and Restated Acquisition Agreement
(the “Acquisition Agreement”) with TMM and other parties under which KCS would acquire control of KCSM
through the purchase of shares of common stock of Grupo KCSM. At the time, Grupo KCSM-held an 80%
interest in KCSM and all of the shares of stock with full voting rights of KCSM. The remaining 20%
economic interest in KCSM was owned by the Mexican government in the form of shares with limited voting
rights. . o . H :

Under the terms of the Acquisition Agreement, KCS acquired all of TMM’s 48.5% efiective interest in
Grupo KCSM on April. 1, 2005, in exchange for $200.0 million in cash, 18 million shares of KCS -common
stock, and two-year promissory notes in the aggregate amount of $47.0 million (the “Escrow Notes™), as well .
as.$27.5 million in transaction costs for a total purchase price of $594.4 miilion. The $47.0 million Escrow
Notes are subject to reduction pursuant to the indemnification provisions of the Acquisition Agreement for
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s KCSM). On a preliminary basis, the excess of purchase price over the historical book value of the assets

. to the preliminary allocation of purchase price, which was pushed down by KCS. In addition, the KCS

Kansas City Southern

Notes to Consolidated Finaneial Statements — (Continued)

certain potential losses related to mcorrect representatlons and wan'amles or breaches of covenants in the
Acqulsmon Agreement or clalms relating thereto, or under other eondmons specmﬁed in the lndemmty Escrow
Agreement.

In exchange for the purchase price of $594.4 million, KCS acquired 48.5% of Gmi)e KCSM (er 38.8% of

- resulted in a net increase in the basis of the assets of $199.6 million. As a result of the ongoing valuation of
certain assets and liabilities, during the fourth quarter of 2005, Grupo KCSM and KCSM recognized changes

" < purchase” price was mcreased $4.4 million, relatmg primarily to an increase in the estimates for-séverance and
) relocanon €osls. : -

In connection with the evaluation of the fair values of the assets and liabilities of Grupo KCSM, certain
assets were identified as having little or no value to KCS as the acquiring company. Because KCS acqunred
only 48, 5% of Grupo KCSM (or 38.8% of KCSM) in this transaction, the allocation of the excess.purchase
price over book value of net assets was limited to the acquired percentage. Accordmgly, a reduction in the
assets of Grupo KCSM was limited to the acquired percentage and any residual was charged to expense.
Grupo KCSM operating expenses for the year ended December 31, 2005 included $39.5 million. relatlng to
decreases in the basis of certain assets, the most significant of which was the write off of a deferred employee
‘proﬁt sharing asset of $35.6 million as a result of legal rulings in Mexico.

September 12, 2005 Complenon of VAT/Put Settlement. On September 12, 2005 the Company and its .
subsidiaries, KCSM-and Grupo KCSM, along with TMM, entered into a settlement agreemem with the
_Mex1can government, resolving the controversies and disputes between the companies and the Mexican
govemmem concemmg the payment of a value added tax (“VAT”) refund to KCSM and the obligation (“Put”)
to purchiase the remaining shares of KCSM owned by the Mexican government (the “VAT/Put Settlement™).
As a result of the VAT/Put Settlement, KCS and its subsidiaries own 100% of Grupo KCSM and KCSM; the
potential obligation of KCS, Grupo KCSM and TMM to acquire the Mexican government’s remammg 20%
ownership of KCSM was eliminated; and the legal obligation of the Mexican government to issue the VAT
refund to KCSM was satisfied. There¢ was no cash exchanged between the parties to the settlernent agreement.
In addition, the parties entered into mutual releases of all existing and potential claims relating to the VAT
refund and the Put obligation, and entered into an agreement to dismiss all of the exlstmg Imgatlon between '

the parties. . o : e

The -VAT/Put Settlement had two separate impacts — ﬁrst the resolution of a pre-acquisition contingency
related to the April 1, 2005, transaction and second, KCSM’s acquisition of the mmonty interest held by the -
‘Mexican govemmem ‘ : :

Resolutwn 0f Pre-Acquisition Contingencies.
Both the VAT refund.claim and-the Mexican government’s put rights were pre-acquisition contmgencnes

Accordingly, the impact of the acquired asset and the resulting liability was reflected as adjustments to the
preliminary purchase accounting described above. Because there was no market for Grupo KCSM stock
management assessed the fair value of the government’s shares acqu1red in the settlement to be proper]y
estimated as the pro rata equivalent of the fair value of Grupo KCSM stock paid to TMM under the
Acquisition Agreement. Based on this assessment, the fair value of the Mexican govemment s shares was
determined to be $305.5 million.

) *. Under the-terms of the Acquisition Agreement, KCS acquired TMM’s 51% interestAin the VAT refund
claim as settled: Accordingly, the preliminary purchase accounting for the Grupo KCSM acquisition was
~ adjusted to reflect as an-asset the fair value of the acquisition of TMM’s propomonate share of the "VAT refund

 claimof $155.8 million. : . ‘ L
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D In accordance with the Acqursmon Agreement a contlngent payment of an addltronal purchase price of R
. $110.0 million became payable to"FMM,as 2 result Of the final resolution of the VAT Claim and Put, which'.s - 7. AR

TR Tooas oWl I

':a;*'_'., L - Kansas Clty Southern

Notes to Consohdated Fmancral Statements—(Contmued) . : S T

“was to be settled in three’ parts: (i) $35.0 m1111on in 'stock (shares determined based on the. VWAP 20 days L
“prior to the final resolution. of the VAT Clalm and Put, as defined in the Acquisition Agreement) _' T S
(ii) $35.0 million in- cash -at time of final resolution of the VAT Claim and Put, as defined-in the Acqursrtlon
Agreement and (111) up to an addttlonal $40.0 million in stock (shares to be determined in accordance with
“the'provisions of the Acqursrtlon Agreement) payable no more. than five years from the final closmg date’

(April 1 42005) The liability “'was non- -interest bearing, therefore it was recorded at 1ts present value based on 4 :‘ o

. 5.0% discount rate, consrstent with the stated rate of ‘similar 1nterest bearmg notes in the. Acqursltron

Agreement e L ; . ‘ T S R

The remammg fair. value of. the Mexican government’s shares obtalned in the VAT/Put Settlement,

-$149.7 mtllron was attnbutable to the prevtously existing 49% KCS interest in Grupo-KCSM and was
recorded as nonoperatmg income and was presented net of apphcable legal, consulting and other fees of: -
,’$17.8 million including, $9. 0. miltion payable to JSIB, which became'payable on final resolutron of the VAT

g C1a1m and Put. The VAT/Put "settlement gain was not taxable in Memco The Company believes, based upon -

oprnlons of outside: legal counsel and other factors, that the VATIPut Settlement should not be taxable t0'KCS .
for U.S. income taxfpurposes Such posmon has not been exammed by the taxing authonty and it is possible .
that this position could be; challenged The.amount of such tax would be matérial; however the Company ..
belreves that 1t would have the nght to mdemmﬁcanon under the' terms of the’ Acqursmon Agreement

T . .

* - *-w,. oo,

KCSM Acqu:smon of Mextcc;n Govemment Shares . . ~f .

In connectlon with thg VAT/Put Settlement, .the acqursmon of the Mexlcan govemment s lnterest was
.-accountéd for as a ptirchase. The" aggregate catrying value: of $375 6 million for the Mexrcan govemment

: shares (23 9% effective ownership — consisting of mlnonty ‘interest of $256.9 million and. the Association in

Part1c1patlon Agreement with a- book: value of $1 18 7 million) exceeded the estimated fair value of this 1nterest
of $305 5 mllllon representmg “the _purchase pnce

.",‘

Purchase Price Allocanon DO - S

The allocatton of the purchase prlce ‘was ﬁnahzed in 2006 Fmal adjustments to the purchase prtce
*allocation did not matenally ‘change the initial allocation or ﬁnanctal results during-the year. Settlement of *
severance and relocation was substantrally completed during the year ended December 31, 2006’ o

Stgnrﬁcant components of the allocation of the excess of the purchase price over the carrymg value of the
net assets acquired, including both the Aprrl 1, 2005, and the September 12, 2005, ‘acquisitions; follow
(in mzlt’tons) j;. -

o Increase in current assets. ., .. ... e e ~ % 106
'Decrease in property and’ equipment .. .. .. S R [ - (29.0)
Increase in concessron assets. ...... [P R L e 271.3
'Increase in deferred 1ncome taxes.. ... . S TR . e C o (819)
Incredse in other’ AsSets L. L. R e 83.6
Increase in c_urrent lrabllltles e e A P (5.3)

, lncreas'e‘in long-'term HaBilItES © o o h o et e e e e e e (111.5)
' $ 127.8

‘In addmon the exrstmg excess in the carrying value of the’ Company s 1nvestment over the book value of ‘

Grupo KCSM ($13~7 mtlhon) was recorded as an addition to property, plant and equipment, and Concession
assets. e .

,“ S 75
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w The following table- summanzes the recorded fair values of the assets acqmred and: *liabilitiés assumed at
) the’ dates of acquisition as adjusted for the above impacts ( in mrl!zons) . :

Current assets . ...l P S e $ 268.8
Pt_‘qperty and equipment ..... e e e .- et 5326
Concession rights . ..........0 ... vin.nn. e o.. 11,3831
Other.assets .. ... P R e e TR N 219.0 .-
Total assets acquired ... ... ... P L PR co.. $24035
" Current liabilities ........... P e Ceeie.f.o.. § 2883
Long-term debt . . . e e e e e 802.6
Other liabilities . . .. ............;...... e AU Dt . 1282
Total liabilities acquired. . ........... ... ... .. .... U DA I S $1,219.1
- Acqmsrtmn ofMexrazI ) L ete ‘ ; REET v : .

On August 16, 2004, KCSs, TMM and KCSM entered into a new. Stock Purchase Agreement Pursuant o'
the terms of that- agreement, KCS: purchased from KCSM 51% of the outstandmg shares of Mexrail, a wholly—
owned subsidiary of KCSM, for $32.7 million and placed those shares into trust pending approval of the-
‘Surface Transportation Board (“STB™) to exercise common control over KCSR, the Gateway Eastern Rarlway
Company (“Gateway Eastern™) and Tex-Mex. On November 29, 2004 the STB approved the Company’s -
application for authority to coritrol KCSR, Gateway Eastern and Tex-Mex. The shares representing 51%
ownershlp of Mexraﬂ were transferred by the trustee to KCS, and KCS assumed control, on January 1 2005.

The. aggregate- purchasé price was $57 4 million including $32.7 million of cash with the remaining
amount consisting of net receivables and payables with Mexrarl and Grupo KCSM The- acquisition of Meéxrail
- links KCSR physrcally to KCSM . S r .

The following table summarizes the estimated fair values of the assets acqulrecl and llabrlmes assumed at
the date of acquisition on January L, 2005 (m mu’l:ons} . . . -

) ‘Currem assels. . ... ... S B T _ e L. % 378
Propeny-and EQUIPIMENT . o ot ittt it e e e e e P 108.2
Otheres,seté..........: ...................... e f 0.3

Total assets acquired ... ... L Ll e S . $1463

. Current liabilities .. .. .............. P PP e ... 80597

Other liabilities. . .. ................ e PSP 293
Total liabilities acqu:red ..... i L .. 589 0

The allocation of the purchase price above reflected the ﬁnal adjustments to. the fair values of assets and
liabilities of Mexrail. All severance.reserves recorded for the. Mexrail acqulsltlon were, expended prior to
December 31, 2005. :

EEE
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Pro. Forma Eamnings.

The following table reflects the pro fonna financial results for the twelve months A

ehded December 31, 2005, as though the Grupo KCSM acquisition had occurrecl on January 1, 2005

: (unaud:ted in mzlhons excepr share and per share dara)

KCS and Mexrall Grupo KCSM R
b Historical and =, Three Months ., .
Grupo KCSM . Ended Ja
Since April 1, -March 31, -Pro Forma -t
_ 2005 20057 . Adjustments : Pro Forma
REVENUES. . . .- - o $1,3520. 7 t:S170T 0§ - .~ 1815221
- Net income (10S8) ..o vvvenrennonn.. 100.9 C ool . (150.1) - (49.1)
Income (loss) from continuing e .
operations available to common : ' oo T '
shareholders. e 91.4 0.1 - (150.1).‘..., g (58.6)
!Eammgs (loss) per common share: : P
Basic. . ..ot $ 121 - _ ‘$ (0 74)
CDiluted et “1.10 , R " 079)
Weighted average common shares .
“outstanding(in thousands): i
Basic............... e 15,521 .3, 750 B 79 277
Diluted . .o oo i 92747 (13470) 779277
i - ' L. TN !

!od

T
'.‘

For purposes of companson pro forma eammgs were reduced by the $13l 9 mlll1on non- recurﬁng, non: .

cash gam on the VATIPul settlement.

Note S Other Balance Sheet Captlons -

Other Current Assets.

 Prépaid €XPENSES .. ...l $16:4 $101
Deferred income taxes .~ ... ... e R S 0160100

Deferred charge related to favorab!e rallcar leases. . ...~ . . ... ... R 113 1.3

Assets held for sa]e e e R \L coee. 40 9' =

.. .. . . T ey 2
DT .« e ot e e e e e e el 105 147
Other cUrrent aSSELS, MEL . . . . . v vt i e i et iee el enaenn. o $93.7‘ " $46.1
s - ‘. : !
77 e

Other current assets mcluded the fo]lowmg ltems at December 31 (m m:lhons)




et - Kansas City Southern

v 2 W

Notes'to Consolidated Financial suitemems- (Continued)

- ! ~r
” ,.

: Pfoperty ard Eqr}rp}rrérit Property “and equ1pmcm and related accumulated deprecrauon are summarized
below at December 31 (in m:llrons) .

i _ 2006 2005
B Road propertles ......... e e $2,118.4  $1,982.5
; Equipment . ................ [ e e e i 468.4 388.0
SR Concessron IMPIOVEMMENES . . 7%, oo ettt 3243 296.1
. Computer software . ', . . . .. LTI 76.1 71.8
Locomotives sale-leaseba_ck £ — 325
Other ...... s 38.9 166.7
Cotal .. . ... SR LU 30261 29376
" Accumulated' depreciation . 1. 1. .. .. .. P e e 897.0 - 8204
* . Net propeny and equlpment. e S 2,129.1 2,117.2
_ COnstrucuon in progrcss R S AP '323.1 181.1
Property and equlprnem met. A .f ....... $24522 522983
Depreciation of property and equipment totaled $93.8 ml"lCll'l $82. S million, and $53 3 million, respec-
tively, for 2006, 2005 and 2004
Overhead Caprtahzatmn KCS capltahzes certain overhead costs representing the indirect costs associ-
-7 ated with construction and rmprovement pro;ects 0vcrhead factors are periodically reviewed and Eld_]USth to
Lo reﬂect current- costs.’ . Do . )
Concess‘mn Assets. As discussed in Note 1, the Mexican govemment granted KCSM the Concession to
- operate the nonheast rail Imes in Mexico. Concessmn assets and related amortization are summarized below at
December 31, (in mrllr(mr) R ‘ .
. c. N : ' : 2006 2005°
.. " Road properties. . . . ... e S12314 $1,2276
D 17 S S T e 1353 1328
' Other .. ... .. e T S 323 41.2
- Total...... ... e R 1,399.0 - 14016
Accumulated amortization . . .............. . e 9570 412
Concession assets, net”. . .. S, S $1,303.3 $l..,360.4
Amortization of concession assets totaled $60.4 million and $44.9 million for 2006 and 2005.
’ i .
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Accrtled"Liabilities Accruecl liabilities included: the followmg items at December 31 (in mrllrons)

. o 2006

" *Interest payable .. ... .. e e e e $ 167 -
Vacatron accrual.. . ....... . S e e o 13.2
wCar hire per diem.............. e Sl e e e 272
Prepaid: frelght charges due other rallroads O N . 37.2
Clalm oot R R AR SR 889
Deferred credits related to unfavorable locomonve leases and maintenance

contracts. e e e e - 97 -

Property and other taxes . . Ce e e e 32.4
C.Other .. ......" T PIT e ............ 1294
Acerued liabilities. o e . $3547

,-': .

Note 6‘ : Long-Term Debt

' a Indebtedness Outsrandmg Long -term debt follows at December 31 (in millions):

2005

$ 179
12:6
28.1
369
55.1

"9.7.
24.8 -
148.0

$333.1

o = e ’ ' 2006 . 2005
KCS : : - k
" Debt obhgauons related to Grupo KCSM acguisition .. .. .. $ 833 % 1587
Other debt obhgattons ............................................. . - 02 0.2 .
KCSR y ‘ ' : o -
Revolvmg credit facrhty, variable 1nterest rate, 6. 850% at December 31 2006, due
S 20NN L R 30.0 92.0
- Term loans, variable mterest rate, 7 070% at December 31, 20(}6 due 2013........ 2449 246.8
9%4% senior notes, due 2008. ... . ... ... e e e e . ,200.0 200.0
7% senior notes, due 20097 . . . :....-::’......L':.: ..... I N L. 72000 200.0
Capital ‘lease obligations; 8 00%, due serially to 2009 ...... e , 0.3 1.1
Other debt obhganons(m) D e Vet 12.7 32.0
Tex-Mex . T P to ‘
~ RRIF oan; 429% “due senally to 2030 ...... PN O © 492 217
KCSM o - - ‘
Revolving credit facility, varlable 1nterest rate, due 2008. . ... S T e O 26.1
Term loans, variable interest rate, 7.475% at Deceinber 31, 2006 due 2008........ - 467 - 76.0
10%% senior notes, due 2007 .. ... .. .t A P S R X1 150.0
" 7. 12%9% senior notes, due 2012. . . .. e R T 178.6 178.3
F 9%% senior notes, die 2012. .., e 460.0 ~ 460.0
L T%% senior notes, due 2013. ... b S MU 175.0 . —
Capltal lease obligations, due serially. to 2011 RO e PR N 13-
Fa;r market adjustment related to purchase accountmg - ; e © 106 16.4
} Y } : N i _ 1,757.0 . 18606
Less Debt due w1thm one year(l)(n) B .v:x: NP P . 928 1163 -
Long term debr ... AU A A e e $1,664.2 $1,744.3
C et .;, o

iy lncludes $1.9 rmlhon and $4.2 million-at December 3, 2006 and 2005, respectlvely, of adjustments to reflect

the farr value of the llabtlmes assumed in 2005
(i) Includes current habrhty related to Grupo KCSM acqu1s1tlon

(iii) In January 2006, $24 3 million of debt was repaid with locomotivées through a non- cash transaction.
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KCS Debt.

Debt Obligations Related to Grupo KCSM Acquisition.  In connection with the acquisition of Grupo
KCSM and the settlement of the VAT/Put, the Company recorded a $110.0 million liability payable'to TMM
in 2005. The liability was non-interest bearing, therefore it was recorded at its present value based on a,.5%
discount rate. At December 31, 2005, the Company recorded a current liability of $69.3 million to be settled
upon final resolution of the Vat/Put, and $31.6 million as a non- current liability to be settled in 5 years.

On March 13, 2006 in settlement of the $110.0 mitlion obhgatlon KCS paid $35 million in cash issued
1,494,469 shares of KCS common stock at the volume weighted average price (“VWAP”) of $23.4197, as
determined by the acquisition agreement, and issued a $40 million five-year non-interest bearing note., At
December 31, 2006 the Company recorded a non-current liability of $32.4 million which will accrete at 5%
annually until April 1, 2010 when payment of $40.0 million will be due. '

Also, as part of the acquisition in 2005, KCS issued escrow notes totaling $47.0 million which are subject
to reduction for certain potential losses related to breaches of certain representations, warranties or covenants
in the acquisition agreement by TMM. The escrow notes are due April 1, 2007, and accrue interest at a statéd
rate of 5.0%. The principal and interest is payable in cash or in stock {shares to be determined based on the

. VWAP 20 days prior to settlement) at the Company’s discretion. At December 31, 2006 and 2005, the

Company included $50.9 million as a current liability and $48.8 million as a non-current liability on the
balance sheet, respectively.

At December 31, 2005, the Company recorded a $9.0 million one time incentive payment to JSIB,-
payable upon final resolution of the VAT/Put claim. On March 13, 2006, the Company paid $3.0 million'in

“cash to JSIB.

KCSR Debt.

Revolving Credit Facility and Term Loans. On March 30, 2004, KCSR entered into a credit agreement
(the “2004 Credit Agreement”) which was amended during 2004 and 2005 to result in a $125 million -
revolving credit facility maturing on March 30, 2007, and a $250 million term loan facility maturing on
March 30, 2008. The amended term loan facility bore interest at the London Interbank Offered Rate
(“LIBOR™) plus 150 basis points, The amended revolving credit facility bore interest at the LIBOR plus a
spread based on the Company’s leverage ratio as defined in the 2004 Credit Agreement. As of December 31,
2005, advances under the revolving credit facility totaled $92.0 million and the term loan’s balance was
$246.8 million. Revolver availability as of December 31, 2005 was $33.0 million.

On April 28, 2006, KCS,' KCSR and :the 'otherzsubsidiary guarantors named therein entered into an
amended and restated credit agreement (the “2006 Credit Agreement’), in an aggregate amount of
$371.1 million with The Bank of Nova Scotia and other lenders named in the 2006 Credit Agreement.

_ Proceeds from the 2006 Credit Agreement were used to refinance the 2004 Credit Agreement. The 2006 -

Credit Agreement consists of (a) a $125.0 million revolving crédit facility with a letter of credit sublimit of
$25.0 million and swing line advances of up to $15.0 million, and (b) a $246.1 million term loan facility. The
revolving credit facility bears interest at either LIBOR, or an alternate base rate, plus a spread based on the
Company’s leverage ratio as defined in the 2006 Credit Agreement. The term loan facility bears interest at
either LIBOR plus 175 basis points or the alternative base rate plus 75 basis points. The maturity date for the
revolving credit facility is April 28, 2011 and the maturity date of the term loan facility is April 28, 2013. The
2006 Credit Agreement contains covenants that restrict or prohibit certain actions, including, but not limited
to, KCS’ ability to incur debt, create or suffer to exist liens, make prepayment of particular debt, pay
dividends, make investments, engage in transactions with stockholders and afﬁhates issue capital stock, sell
certain assets, and engage in mergers and consolidations or'in sale-leaseback transactions. In addition, KCS
must meet certain consolidated interest coverage and leverage ratios. Failure to maintain compliance with the °
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covenants could constitute a default which could accelerate the payment of any outstanding amounts under the
2006 Credit Agreement. Borrowings under the Credit Agreement are secured by substantially all of the
Company’s domestic assets and are guaranteed by the majority of its domestic subsidiaries. As of December 31,
2006, advances under the revolving credit-facility totaled $90.0 mllllon and the term loans’ ba]ance was '
$244 9 million. Revolver avallablhty as of December 31 2006 was $35.0 million. )

1

On January 31 2007 KCS provided written notice to the lenders under the 2006 Credlt Agreement of
certain representation and other defaults under the 2006 Credit Agreement arising from the potential: defaults
which existed under the KCSR lndentures governing the Notes as described below. These defaults limited
KCSR’s access to the revolving credit facility. In its notice of default, the Company also requested that the
lenders waive these-defaults, On February 5, 2007 the Company received a waiver of-such defaults from all of -
‘the lenders under the 2006 Credit Agreement. The Company. is currently not in default of the 2006 Credit
Agreement and has access to the revoivmg credit facrhty :

I

Semor Nores KCSR has outstandmg $200. 0 mllhon of 9%% semor unsecured notes issued durmg the
third quarter of 2000 and due October 1, 2008, and $200.0 million’ of 7%% senior unsecured notes issued in
June of 2002 and due June 12, 2009. These senior unseciired notes bear interest at a fixed annual rate which is
paid semr annually. These senior notes are general unsecured obligations of KCSR but are guaranteed by KCS

_and certain of its domestic SUbSldlanBS ‘

Consent Solzczranon On January 29 2007, the Company commenced a consent sol1c1tanon to amend
the indentures under which KCSR’s 9%% Senior Notes due 2008 (the “9Y4% Notes”) and 7%% Senior Notes
due 2009 (the “74% Notes” and together with the 9% Notes, the “Notes™) were 1ssued The purpose of the
consent sollcltatlon was to (i), resolve an inconsistency in the inclusion of certain expenses, but not the i mcome ‘
- of restricted subsidiaries in the calculation of the consolidated coverage ratio under the indentures, (n) amend
the definition of refinancing indebtedness to allow the inclusion of certain related premiums, interest, fees and
‘expenses.in permltted reﬁnancmg mdebtedness and (iii) obtain waivers of any defaults arising from certain
actions taken in the absence of such proposed amendments On February 5, 2007, the Company obtained the
requlsne consents from the holders of each series of Notes to amend ‘their respectwe indentures as described
above’ and executed _supplemental indentures contammg such amendments and waivers.

a Tex-Mex Debt. “

) RRIF Loan Agréement.. .On June 28, 2005, Tex-Mex entered into an agreement w1th Federal Ratlroad
Admmlstratlon (“FRA") to borrow $50 millicn to be used for infrastructure” improvements which are expected
to increase effi iciency.and capacity in order to accommodate growing freight rail traffic related-to the NAFTA
corndor At December 31, 2005, Tex-Mex had borrowed a net amount of $21.7-million under the loan
--agreement .Tex-Mex-drew down the remaining $28.2 million during 2006. The note bears interest at 4.29%..
anrivally and the principal balance amortizes quarterly with.a final maturity of July 13, 2030. The loan was®
.- made under the Railroad Rehabilitation and Improvement Financing (“RRIF’) Program administered by the .
FRA. The loan is guaranteed by Mexrail, which has issued a Pledge Agreement in favor of the lender equal to
- the gross revenues earned by Mexrail on per-car fees on traffic crossing the Intemauonal Rail Bndge in.
Laredo, Texas. : L ‘ : :

On February 16, 2007, Tex-Mex and the FRA entered into amendment No. 1 and waiver No. ! to the
" loan agreement, the purpose of which was to eliminate the obligation of Tex-Mex to provide audited annual
financial statements to the FRA and to waive Tex-Mex’s failure.to:do so since entering into the loan
agreement. To induce the FRA to agree to such amendment and waiver, the Company has agreed to provide
the FRA with its audited annual financial statements and unaudited quarterly. statements and has also agreed to
guaranty the scheduled principal payment installments due to the FRA from Tex-Mex under. the loan '
agreement on a rolling five-year basis. '
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KCSM Debt.

Revolving Credit Facility and Term Loans. On October 24, 2005, KCSM entered into a credit agreement
(the “2005 KCSM Credit Agreement”) in an aggregate amount of $106.0 million, with a maturity of
October 28, 2008. The 2005 KCSM Credit Agreement consisted of a $30.0 million revolving credit facility
- and a $76.0 million term loan fac111ly secured by the locomotives and rail cars owned by KCSM’s subsidiary,
Arrendadora. For dollar loans the facilities bear interest at LIBOR plus a spread based on KCSM’s leverage
ratio as defined under the 2005 KCSM Credit Agreement. For peso loans the facilities bear interest at the TIIE
rate plus a spread based on KCSM’s leverage ratio. Proceeds from the facilities were used prlmanly to pay
down debt and for general corporate purposes. "At December 31, 2005, advances under the revolving credit
 facility totaled $26.1 million, with $3.9 miliion remaining available under the facility. At December 31, 2006
there were no advances outstanding under the revolving credit facility and KCSM had $30.0 million of
availability. On November 21, 2006, KCSM paid down $29.0 million of the term loan facility from the
proceeds of its 7%% senior notes offering. At December 31, 2006 and 2005, the term loans’ balance was S
$46.7 million and $76.0 million, respectively. The 2005 KCSM Credit Agreemem contains covenams and
" restrictions similar to those in KCSR’s 2006 Credit Agreement S

On April 7, 2006, KCSM entered into an amendment and waiver (“Amendment and Waiver”) relatecl to
the 2005 KCSM Credit Agreement. The 2005 KCSM Credit. Agreement was amended to (i) exclude certain
' payment obhgatlons accrued under two locomotive maintenance agreements and under a track maintenance
rehabilitation agreement from the definition of Indebtedness, (ii) eliminate certain minimum and muitiple
“borrowing thresholds for péso borrowings under the revolving credit facility and (iii) eliminate the reporting
requirement 1o provide unaudlted consolidated financial statements for.the fourth fiscal quarter. The Amend-
ment and Waiver also waived certain reporting requirements, including the requirement of KCSM to provide-
. audited consolidated financial statements 90 days after the end of the 2005 fiscal year, provided such reports
were delivered by April 30, 2006, and compliance with the Consolidated Leverage Ratio obligations of
Section 7.1(c) of the 2005 KCSM Credit Agreement for the four quarters ending December 31, 2005, if
compliance therewith was calculated without giving effect to the amendment to the definition of “Indebted-
ness” in the Amendment and Waiver, provided that KCSM was in compliance therewith after giving effect to
the' Amendment and Waiver, KCSM i is not currently in default of the'2005 KCSM Credit Agreement and
currently has access to the revolvmg credit facility.

10%% Senior Notes. As of December 31, 2005, KCSM had outstanding $150.0 million of 10%%
unsecured senior notes issued in 1997 and due June 13, 2007 (the “KCSM 2007 Senior Notes™). On
October 23, 2006, pursuant to an offer to purchase dated such date, KCSM commenced a cash tender offer
and consent solicitation for any and all outstanding $150.0 million aggregate principal amount of the KCSM -
2007 Senior Notes. The consent solicitation expired on November 3, 2006. KCSM received consents in '
connection with the tender offer.and consent solicitation from holders of over 97% of the KCSM 2007 Senior-. -
Notes to amend the indenture under which the KCSM 2007 Senior Notes were issued (the ““2007 Indenture®’),
to eliminate substantially all of the restrictive covenants included in the 2007 Indenture. The supplemental
indenture relating to the KCSM 2007 Senior Notes containing the proposed changes (the “2007 Supplemental
Indenture™) became effective on November 21, 2006. The tender offer expired at midnight, New York City
time, on November 20, 2006 and KCSM purchased tendered notes on November 21, 2006, in accordance with
the terms of the tender offer from proceeds received through the issuance of new 7%% senior unsecured notes.
On December 31, 2006, there was $4.0 million of KCSM 2007 Senior Notes outstanding.

1219 Senior Notes. KCSM has outstanding $178.6 million of 12/4% senior unsecured notes issued in
June 2002 and due June 15, 2012, which are redeemable at any time in the event of certain changes in
Mexican tax law and at KCSM’s option after June 14, 2007, subject to certain limitations, at the following
redemption prices (expressed in percentages of. principal amount), plus any unpaid interest: 2007 — 106 250%,
2008 — 104.167%, 2009 — 102.083% and thereafter — 100.000%. : :
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. 9%% Senior Notes. KCSM has outstanding $460.0 million of 9%% senior unsecured notes issued on s
April 19, 2005, and due May 1, 2012. The notes are redeemable at KCSM’s ‘option at the fol]owmg -
redemption prices (expressed in percentages of pnnc1pal amount), plus any unpaid-interest: 2009 —: l04 688%,
2010 — 102.344% and thereafter -~ 100.000%. Subject to certain conditions, up to 35% of the prmcrpal of the
notes is redeemable prior to May 1, 2008. In addition, the notes are redeemable, in whole but not in part, at
KCSM’s option at their principal amount in the event of cerw.m changes in the Mexncan withholding tax rate.

. 7%% Senior Notes. On November 21, 2006, KCSM lssued $175.0 mllllon of new 7%% senior unsecured
notes due December 1, 2013. Proceeds from the issuance were used to purchase $146.0 million of tendered
KCSM 2007 Senior Notes and repay $29.0 million of term loans under the 2005 KCSM Credit Agreement.

The notes are redeemable at KCSM’s option after November- 30, 20'10 subject to certain limitations, at-the
following redemption prices (expressed in percentages of principal amount), plus any unpaid-interest: :
2010 — 103.813%, 2011 — 101.906% and 2012 — 100.000%. Subject to certain conditions, up to 35% of the,
principal of the notes is redeemable prior to December 1, 2009:. In dddmon the notes are redeemable, in . £ .
whole but not in part, at KCSM’s option at their principal am(_)unt in the event of certain changeq inthe ..

Mexican withholding tax rate.

All of KCSM’s senior notes above are denominated in dollars and are unsecured, unsubordinated
obligations, rank pari passu in right of payment with KCSM's existing and future unsecured, unsubordmated
obligations, are senior in right of payment to KCSM’s future subordinated indebtedness, and other than the
10%% Senior Notes, are not guaranteed by Grupo KCSM.

Other Debt Provisions.

Other Agreements, Guarantees, Provisions and Restrictions. The Company has debt agreements cuslom-
ary for these types of debt instruments and for borrowers with-similar credit ratmgs conmmmg restrretlons on
subsrdlary indebtedness, advances and transfers of assets, and sale and leaseback transactions; as well as
requiring comphance with various financial covenants. Because of certain ﬁnaneral covenams contamed in the
debt agreements, however, maximum utilization of the Company’s avallable lme of credlt may be resmcted

Change in Control Provisions. Certain loan agreements and debt 1nstruments entered into or guaranteed
by the Company and its subsidiarics provide for'default in the event of a specified change in control of the
Company or particular subsidiaries of the Company.
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Leases and Debt Mamnues

-.The Company leases transportatlon eqmpmem as well as ofﬁce and other operating facilities under
various capital and operating leases. ‘Rental expenses under operating leases were $136.8 million,:
$103.0 million, and $57.7 million for the years ended Decemiber 31, 2006, 20{]5 and 2004, respectwely
Contingent rentals and sublease rentals were not significant. Minimum annual payments and present value
thereof under existing capital leases, other debt matunues and minimum annual rental comm:tments under
non- cancelable operatmg leases follow (in m:llwns)

II
|

. Capllal Leases L. .
_ Long: ~Minimum - Net . ~_Operating Leases

—_— . . ..o - Term Lease .. -'Less - Present -Total ~ Southern Third ‘
‘Years : . . - Debt Paymenls . .Interest . Value Debt - . Capital " Party * Total
2007(.) ....... Lo 87922 $07 = $0 C$0.6 0§ 928 § 188  $1048° $1236
2008...,...;'.' i o307 07 0 06 © 2313 192 - 904" 109.6
2009 ... 20417 050 — 0.5 246 . 170 789 959
2000, .00 ... .39 0.1 — 0.1 40 180 736 916
2011 ... . 1264 - — — — 1264 - +13.0 63.3 76.3
Thereafter(ii) . %" . . . 1,097.9 © . = C— 01,0979 948 3668 4616

Total :vovnn... $1,755.2 2.0 $0.2 $1.8.  $1,757.0 . $180.8 $777.8 ° $958.6 °

(i) Includes current liability related to Grupo KCSM acquisition.
(ii) Includes long- -term llablllty related to Grupo KCSM acquisition.

In the normal course of busmess the Company enters into long-term contractual requrrements for future
goods and services needed “for the - operatlons of the business. Such commitments are not in excess of expected
requirements and are not reasonably hkely t0 result in performance penalties or payments that would have a

.material adverse effect’ on the Company ] llquxdlty - T

Note 7 lncome Taxes

Current income tax expense represents the amounts expected_to be reported on the Company § income tax
return, and deferred tax expense or benefit'répresents the change in net deferred tax assets and liabilities.
Deferred tax assets and liabilities are determined based on the difference between the financial statemient and
tax basis of assets and liabilities as measured by the enacted tax rates that will be in effect when these

- differences reverse. Valuation allowances are used to reduce deferred tax assets to the amoum considered
) hkely to be.realized. - ‘
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Tax Expense. Income tax provrslon (beneﬁt) consists of the followmg components (m mzlhons) el
: SO 2006 - 2005 2004 -‘-r_,;a*
Current: T ) - o o . e L N cd It o -
CPederal. ..ol et T $40 -$112 ssa2a) T
State and local . . ..., ..o R e 04" (I3 01 -
Fore1gn e IR L P 03-‘ — Y.
Total CUITENt. . oo v vt 4.4 102 ©(12.3) N :
Deferred 3 . I Co ') e ,
Federalt ...n .l e DU v (l?.S) 3380
-~ State and local © . 5.0 P Sl 12 4 21 T
--Foreign ... ..: u, ............................... 21.1 09  — - T
 Total deferred .2 . .. . . B e 40 (17.3), 359, '
. Total 1ncome ‘tax. expense (beneﬁt) ........ LS . $45'.'4 $ (7. l) $ 23 6 o
) "., _f. N > ‘ -_,c-ﬁ ‘.J‘;
The tax’ effects of temporary dlfferenees that gwe rise to srgmﬁcant portlons of the deferred tax assets s
and deferred tax llabllmes follow at December 31 {in m:iltons) S S E T s
e : R 2006« - 200577 Tt
 Ligbilities:~ "+ ' ' _ = .
‘ Deprec1at10n. P A e e 1 $5712 8 565 2 o
Investments * ........... . P, 134 162 o :
) Concession nghts S S S A AT I 3567 - 2775 " S
- . i other et R FUR 56 056
N . Gross deferred tax llabllmes~ .......................... AU 846 9 864 5 - f'. . ‘
. Assets: : e e ‘ _ ‘:3 YL v }. o .
~ Loss carryovers .". e e L (480 7y (491 3) " ——
Book reserves not curremly deductlble for tax.. . ... . FR ) (48. 3 (57 4) JE PR
Inventories and provrsrons ................ P B cae g 331 (70 9) '-'. S
“Vacation accrual. e e (3.8) . (3_.5‘) e L LR
- cOther,met. ..o .. e A U SR .2 ) S ) PAR s
“ ’ : Gross deferred tax assets before valuation allowance cedee P (575‘.7)-' (627.0) . Lw
- Valuatron allowance on loss carryovers ........ T O .‘m'.'.‘--' 98. .. 95" T .—'-_: _
Gross deferred tax assets. e e L S .l ' (565.9) " (617.5) . s i::-
g ‘Net deferred tax Hability ... 0% oo ... $2810 ~$2470 ... t
. ! . ]
W - . |
A a - ' ¥ B i -
i - :‘;' l,':’:,v 5’ s ) ‘- . . . 7'-' :!; -
* ' e TR T
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e Tax Rates. leferences betweén the Company § effectwe income tax rates and-the U.S. federal income
— tax statutory rates- of 35% follow (in mtlhons)

A 2096' 2005 . 2004
............... $54.1 $267 $168

. . - , .
* Income tax provision using the Statutory rate in effect
Tax effect'of:

e Earnings' (losses) of equity investees ............. e T (0.6) 03. + 18
State” and local income tax prov:slon ............ S 39 .., 01 28 -
. ’ Taxcredlts ...................... e e leee (108 (24) L —
"% . .. Change in tax contmgency ...... R R R R TRy U@ 8 — =
S Foreign exc_hange, tax rate and indexation adjustments . .......... N (49) - 43—
<t . 'Write off of deferred profit. sharing_ .............. e A ) gl 10 1 =
© VAT/Put settlement . ........... e . - (42 3 —
T leferencc between U.S. and forelgn tax rate . .......... e A (3 1) 39 ’ —
o Forelgn asset" tax oo P e e AR 03 ° —
. Other net(l). e e e s 06, (03)' 2.2
_ Income tax expense (beneﬁt).. Chee U . L. ' $454 $(7.1) $236 .
Y ‘Effoétive tax rate . .. .. .. i AT 204% .. 9.9)% 49.1%'
(1) 2004 mcludes certam adjustments of prior year provision ‘estimates resulting in a- $1 1. million i increase in
tax expense. ‘ Ve
o Dzﬁ’erence Attributable to KCSM Investment. At December 31, 2006 the Company s book basis
cay exceeded the tax basis of its investment in KCSM by $563 million. The Company has not provrded a deferred

- income. tax liability for the income taxes, if any, which might become payable on the realization of. [hlS ‘basis
dlfference because the Company intends to indefinitely reinvest in. KCSM the financial accounting earnings
e Wthh gave rise to the. basis differential. Moreover, the Company has no other plans to realize this basis
' dlfferenual by, a sale’of its investment in KCSM. If the Company were to realize this basis difference in the

ey

T future by a receipt of dividends or the sale of its interest in KCSM, as of December 31,2006, the Company
. ‘_-' = would incur gross federal income.taxes of $197.1 million, which might be’ partla]ly offset hy Mexican mcorne -
L. “taxes. ‘ :

, Prror to the aCQlllSlllOIl of a controllmg mterest in Grupo KCSM on April 1, 2005 Grupo KCSM provided E
. deferred i income taxes for the difference bétween the financial reporting and income tax bases of its assets and
liabilities. KCS recorded its proportionate share of these income taxes through its equity in Grupo KCSM ]
earnings. Since April 1, 2005, Grupo KCSM income taxes are reflected in the consolidated: results. Although
~ KCSM has generated book profits, it has incurred tax losses due primarily to the accelerated tax amortization

- ‘of the Concession rights. The Company has recognized a deferred income tax asset.for the resultlng fet.
operatmg loss carryforwards Management anticipates that such net operating loss carryforwards will be
realized given the explratlon dates (through the year 2046) of the loss carryforwards,’ “as well as the fact that
KCSM expects to generate taxable income in-the future. Management § tax projections take into consideration
certain assumptions, some of which are under their control and others which are not. Key assumptions include

- 1nﬂat10n rates, currency fluctuations and future revenue growth. If management’s assumptlons are not correct

- a valuatnon allowance may have to be recogmzed on the deferred tax asset.

As described in Note 4, on September 12, 20035, the Company and its subsnchanes -KCSM and Giupo
KCSM along with TMM, -entered into a settlement agreement with the Mexican government, resolving the
' - controversies. and disputes between the companies and the Mexican government concerning the- payment of a
value added tax (“VAT") refund to KCSM and the obligation (“Put”) to purchase the remammg shares of

;}“' . e ot ' . 86 V -""'?
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-

- VKCSM owned by the Mexrcan government “(the “VAT/Put, Settlement") All Mexrcan mcome taxes on the VAT

were paid a$ part of the VAT/Put Settlement. The Company believes, based upon opinions of outside legal
counsel and other factors, that the VA’I‘IPut Settlement is not taxable to KCS for U.S. mcome tax purposes

-

Tax Carryovers In the year ended December 31, 2005; the Company generated both U.S. federal and - 7 o
state net operatmg losses The losses are camed forward 20. years for federal and from 5 to-20 years for state H

Both ‘the federal and state loss carryovers are analyzed each year to determine the likelihood of
realization.' The U.S. federal loss carryover at December 31, 2006, is $137.8 million and w1ll explre béginning

in 2008 The Company belleves the federal ]oss carryover will be realmed

The state loss carryovers arise-from both combmed and separately filed tax ﬁlmgs from as carly as 1991 _
The loss carryovers may expire as carly as December 31, 2007, and as late as December 31, 2026, The:state =~~~ ", LIS

loss carryover at December 31, 2006, is $527.9 million ($16.0-million of tax), of which it is expected that ’ Ly

$203.6 mlllron ($6 2 million of tax) will be reahzed Management believes that state loss carryovers net ‘of the TR _

va]uatlon allowance wrll be ultrmately real1zed L ""-"‘« LR
" The Mexrco federal loss carryovers at December 31, 2006, are S$L5. bl"lOl‘l (Mexican pesos of . o , v

Ps16.2 billion) and"will expire as early as 2015 and as late as 2046. The Company believes the Mexican loss
Carryovers w1ll be realized. ' :

& Intemal Revenue Serwce Reviews. The IRS is currently revrewmg the consohdated federal income tax
retums for the years 1997 through 2002 A current income tax liability has been accrued for the anttcrpated
outcome. The Company believes that adequate provision has been made for any. adjustment (taxes and 1nterest)
that may .be assessed for all open years. The federal statute of hmrtanons has closed for years prior to I997

Note 8. Stockholders Equity

Informauon regardmg the Company $ capttal stock at December 3l follows

P ) e Alﬁlﬁzl::ed Shares Issued
. T : + 2006 and 2005 2(l06 . 2005 .
$25 par, 4% fioncumulative, preferred Stock ..., <7840, 000 649,736 649736
$1 par, preferred SOCK ™ . o e .. 2,000, 000 ' — T — Lo
. $1-par, series A, preferred stock . . . ... R 150,000 - = -
S par, series B convertible, preferred stock :...... S 1,000,000 - — -
$l par; series C redeemable cumulative convertible . ' S <
perpetual preferred stock. ... S O A400,(‘)OO 400,000 - 400,000- T N
:$| par;-series'D cumulative convertible perpetual I R L
) preferred SOCK . o e e “ 210,000 210,000 -+ .210,000

* $101 par, common stock . ... ... ... U 400,000,000 92,863,585 91,369,116

' Shares outstanding at December 31: ‘ ) ' e - )

o o L Voaees | aees ., o
$25 par; 4% noncuimulative, preferred stock . ... .. ... P e 242,170 -2423170' L L ,.,:f .
$1 par, series C redeemable cumulative convertrble perpetual preferred i e
) stock e e e e 400,000 "400,000 =~
$l par series D cumulative convertible-: perpetual preferred stock ...... 210,000 210,000 “f ‘,':i
3. 01 par, common stock . ... ... ... e e e e 75,920,333 73,412,081 R
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Treasury Stock.  Shares of common stock in Treasury and related activity follow:

2006 2005 2004

Balance at beginning of year ... . ... . R L. 17,957,035 10,098912 11,193,495
Shares purchased ................................ ‘- - —_ 9,000,000 —
Shares issued to fund stock option exercises . .. ........ (617,107 (528,758) (889,803}
Employee stock purchase plan shares issued . .......... {109,644) (205,928) (197,780)
Nonvested shares issued . . ... . ...... ... ... ... .... (428,143) (442,632) (7,000)
Nonvested shares forfeited ... ..................... - 141,111 '35,441- —

Balance at end of year ...... e 16,943,252 17,957,035 10,098,912

Senes C Redeemab!e Cumulative Convertible Perpetual Preferred Srock On May 5, 2003, the _Company.
completed the sale of $200 million of Redeemable Cumulative Convertible Perpetual Preferred Stock
(“Series C Preferred Stock™) with a liquidation preference of $500 per share in a private offering. D1v1dends
on the Series C Preferred Stock are cumulative and payable quarterly at an annual rate of 4.25%, of the
liquidation preference, as declared by the Company’s Board of Directors. Each share of Series C Preferred
Stock is convertible into 33.4728 shares of the Company’s common stock. After May 19, 2008, the Company
may redeem any or all of the Series C Preferred Stock, subject to certain conditions. The Company-may be
required to redeem the Series C Preferred Stock from the holders at their option only if substantially all of the
Company’s common stock is exchanged for or converted into common stock that is not listed on a U.S. national
securities exchange or the NASDAQ Nationai Market (a “fundamental change”}. The practical effect of this
provision is to limit the Company’s ability to eliminate a holder’s ability 1o convert the Series C Preferred
Stock into common shares of a publicly traded company through a merger or consolidation transaction,

* Accordingly, since the Company is in a position to control whether the Company experiences a fundamcntal

change, the Series C Preferred Stock is classified as permanent equity caplla]

Series D Cumulative Convertible Perpetual Preferred Stock.  On December 9, 2005, KCS completed the
sale and issuance of 210,000 shares of its 5.125% Series D Convertible Preferred Stock, par value $1.00 per
share (“Series D Preferred Stock™). Each share of Series D Preferred Stock is convertible into 33.3333 shares
of KCS common stock, subject to certain adjustments. Dividends on the Series D Preferred Stock are
cumulative and payable quarterly in any. combination of cash and KCS common stock, as declared by the
KCS Board of Directors, at the rate of 5.125% per annum of the llqu1dat10n preference of $1,000. The Series D
Preferred Stock ranks senior to the common stock and to each class or series of KCS capital stock that has
terms that provide that such class or series will rank junior to the Series D Preferred Stock. Afier February 19,
20i1, KCS may convert all of the Series D Preferred Stock into common stock at the then prevailing
conversion rate, but only if the closing sale price of the common stock multiplied by the conversion rate then
in effect equals or exceeds 130% of the liquidation preference for 20 trading days during any consecutive’
30 trading day period, and if KCS has paid all accumulated and unpaid dividends on the dividend payment
date immediately preceding the forced conversion date.

Upon certain designated events (a “fundamental change”), holders of the Series D Preferred Stock may,
subject to legaily available funds, require KCS to redeem any or all of the shares, which KCS may pay in
either cash, in shares of KCS stock or any combination thereof, at KCS’ option. Since KCS has the ability in
this event to pay the redemption price in KCS common stock (which is not required to be registered), the

* Series D Preferred Stock is classified as permanent equity capital. The number of shares to be issued wouid be

based upoen the vatue of KCS common stock at that time but in no event will the number of shares issued on
the occurrence of a fundamental change exceed 52.5 million shares.

On December 12, 2005, the Company used substantially all of the proceeds from the Series D Preferred

_ Stock offering to repurchase 9,000,000 shares of KCS common stock issued to TMM in April 2005 in- .
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connection with the acquisition of KCSM. All of the 9,000,000 shares were purchased at a price of $22.25 per
share|orf$200 3 million. The Company does not have a formal program “for the repurchase of any additional
shares of its equity securities. :

Drvrdena‘ Resmcnons " Following completion of the preparatlon of the 2005 financial statements of
KCS, 'the’ Company determined that its Consolidated Coverage Ratio (a$ defined in'the indentures for KCSR’s
7% senior notes and 9'4% senior notes) was less than 2.0:1. As a result, pursuant-to the terms of each KCSR
indenture, the Company was unable to pay cash dividends on its Series C Preferred Stock and dividends in
cash or shares of KCS common stock on its Series D Preferred Stock. The dividends accumulate until such
ratio increases to at least 2.0:1. See Note 16 for further discussion.

“wStockholder Rights Plan. On September 27, 2005, the Board of Directors of the. Company declared- a
dividend distribution of one right for each outstanding share of the Company s common stock to stockholders
of record as of the close of business on October 12, 2005, replacing a previous nghrs Agreement that explred
on October 12, 2005. Each right entitles the’ stockholder to puichase from the Company one one-thousandth of
a share of Series A Preferred Stock {or in certain circumstances, common stock, other securities, cash or other
assets), at a price of $100 per share (both shares and price are subject to adjustment periodically to prevent
dilution). The rights are traded with.the Company’s common stock..

.

“The Rights Plan has certain anti‘takeover provisions that may cause substantial dilution to a person or'
group that attempts to acquire the Company without the approval of thé:Board- of‘ Directors. The Rights Plan
will not interfere with any offer for all of the outstanding common stock that has the approval of the =
Independent Directors. The rights will become excercisable after a non-approved-person or group has acquired,
or a tender offer is made for, 15% or more of the common stock of the Company (13% or more in the case of
certain acqulsltlons by “Adverse Persons™). Right holders (other than the acquiring person or group) may then
exercise their rights at the then current purchase price, and receive the number of shares of Preferred Stock (or
in certain circumstances, common stock) having a market value of two times the purchase price of the rights.
Additicnally, if the Company is thereafter merged into another entity, or if more than 50% of the Company's
consolidated assets or earning power is sold or transferred, holders of the rights may exercise their rights at
the then current purchase price and receive common stock of the acquirer equal to two times the purchase
price of the rights. KCS may redeem the rights for $0.0025 per right until a triggering acquisition. The rights
expire October 11, 2010. '

Change in Control Provisions. The Company and certain of its subsidiaries have entered into agreements
with employees whereby, upon defined circumstances constituting a change in control of the Company or
subsidiary, certain stock options become exercisable, certain benefit entitlements are automatically funded and
such employees are entitled to specified cash payments upon termination of employment.

The Company and certain of its subsidiaries have established trusts to provide for the funding of corporale
commitments and entitlements of officers, directors, employees and others in the event of a specified change
in control of the Company or subsidiary. Assets held in such trusts on ‘December 31, 2006,- were not material.
Depending upon the circumstances at the time of any such change in control, the most significant factor of
which would be the highest price paid for KCS common stock by a party seeking to control the Company,
funding of the Company’s trusts could be substantial.

Note 9. Share-Based Compensation

Stock Option Plan. The Kansas City Southern 1991 Amended and Restated Stock Option and
Performance Award Plan (as amended and restated effective May 5, 2004) (the “Plan™) provides for, the
granting of options to purchase up to 16.0 million shares of the Company’s common stock by officers and
other designated employees. Options have been granted under the Plan at 100% of the average market price of
the Company’s stock on the date of grant and generally have a 5 year cliff vesting period and are exercisable
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. The:followingstable reconciles:the change.in the benefit.obligation,; fair value of plan assets, .change in
the funded status, and the accrued benefit cost as of and for each of the years ended December 31 (in millions):

T C ’ : ’ Health and
. e Welfare ‘Pension ..
L - 2006 2005 2006 2005(i)
- Benefit- obligation-at beginning of year........... L U586 5790 $124  $100
Obllganon from aeqmsmon of Mexrall ................... — 20 — —
Plan amendment .1.=.i: R I e e — (2.3) — —
Servrcecost ...... .................... 0.1 0.1 1.7 1.1
Interest cost ..... e e 0.5 0.5 10 . 06
Actuarlal (galn) lOSS.'-.'."."; ............................ 0.7 0.1 (2.6} 0.7
Beneﬁts pald “net of retlree Contnbuttons(u) ............... (1.3) 09 _ 04, -
Beneﬁt obllganon at end of year......... e 7.2 8.6 121 % 124
Falr :value of plan assets at begrnnmg of year ... .. S .- 07 - 08 '
ACtial reiurn on plan assets . ... (0.1) 0.1
.. Benefits.paid,,net of;contributions (ii). . . ... .. P e - (0.1). (0.2).
= -;Fa;r Wallie ‘of plan assets at end of year........ R | 0.7
} g } ..:v $ ﬂ'JTA - d . ! f'fi.- e N e . . L
fu Finded s s, J e (6 (T9) (21 (124)
Unrecogmzed prior. servrce beneﬁt Ji). ... P . — 2.3) C— —
Accrued beneﬁt COSE. oot R I, 86T $(10.2) $(12.1) - $(12.4)
.‘-a’ iz ‘! RS e LT T 4 L . PR i e

(1) The Obhgallon related to the KCSM pension was acquired with thé change in control and consolidation
"sof KCSM! beg]nnmg Aprll 1;3:2005. The beginning obligation presented for 2005 represents:the obligation
as ‘of the :acquisition ‘on: Apnl 1 2005 and the 2005 act1v1ty as presented is for the nine month. penod
ended: December 31"2005

(11) Benefits pald for the Tecondiliation of the benefit obligation include both medical and life insurance bene-
‘fits, whereas benefits paid from the reconciliation of the funded status include only life insurance benefits.
Plan assets relate only to llfe insurance benefits. Medlcal benefits are funded as obligations become due.

(nl) The Company adopted the provrsmns of SFAS 158 for the year ended December 31, 2006, Accordingly,
the unrecognized prior service benefit related to the plan amendment in 2005 ($2.1 million at Decem-
ber 31, 2006) was reclassified from liabilities' and has been included as a component of accumulated other
comprehensive income, '

: Assumptians

The assumpnons used to determine benefit obligations and costs are selected based on current and
expected market condltlons Dlscount rates are selected based on low risk government bonds with cash flows
approx1mat1ng the tlmlng of expected benefit payments. The Mexico bond market is utilized for the KCSM
pensmn obhganon and the U S bond market is utilized for the U.S. health and welfare obligation. The
expected rate of réturn on life insurance plan assets is determined using historical and forward looking returns
for similar investments over the pericd that the benefits are expected to be paid.
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Weighted average assumptlons used to determme benefit ob]:gatlons were as follows for the years ended
December 31 : : ‘

.Health and

Welfare . Pension
. . s . 2006 2005 2006 2005,
DiSCOURLTALE « . . o oo e e S ........ 5.75% 5.40% 8.00% 8.00%
Rate of compensatlon increase . ................ L e ~.nfa nfa 5.00% 5.50%

Weighted average assumpnons used to detemune net benefit cost for the penods were as follows for the
years, ended December 31

~ - . Health and
Ba ' _ ’ © Welfare " Pension
) L . : - 2006 .- 2005° 2006 2005
W, 5 LT . W B . sat - . .
D1scount rate e e e e e e p e . 5.40% 5.65% .8.00% .8.00%
Expected long -term rate of return on plan assets . *... . Cieevin o, 300% 6.25% nfa n/a
Rate of compensatton increase, .7 Cetees i EEL O T nfa ~ nfa’ .500% 5.50%

The Company s health care costs excludmg fonner Gateway Western and MidSouth pamc:lpants -are
-llmlted to the increase in the Consumer Price Index (“CPI')-with a maximum annual increase of 5%:
Accordingly, health care costs in excess of the.CPI limit-will be borne by the plan participants, and therefore
.assumptions regarding health care cost trends are not applicable. The following table’ presents the assumed
" health care cost trends related to Gatéway Western and Midsouth partlc1pants

g s - - .,;3;‘ 2006 o 2005 2004
Helth care_trend rate for next year ..... ... P TN h L 9.00% 10.00% 10. 259
+ Ultimate trend rate:. .., . . .. B T ELPR O .. 500% 500% 5.25%

Year that rate teaches ultimate rate ........ e 2010 2010 2009

Cash Flows

.- The followmg table represents beneﬁt payments éxpected to be paid; Wl'llCll reﬂect expected future
service, as appropriate, for each of the next five years and the aggregate five years thereafter (in millions):

. . R ‘ Health and
-Year oo e o . : Welfare Pension
L2007, e A D PR $09 ° $10
2008.......... S S LU S heeee.... 09 . 03
2009, . B L e 0.9 0.4
2000, ... . P S 0.8 0.5
2000, N e e 08 07
2012—2016 et RS .. 35 8.9

" Muldti- Employer Plan Under coIIectwe bargammg agreements KCSR participates in a multi-employer
beneﬁt plan, which provldes certain post-retirement health care and life i insurance benefits to eligible union -

_ employees «and- certain retirees. Premiums under this plan are expensed as‘incurred and were $2.6 million,
* $2.6 miillion, and $19 million for the years ended December 31,-2006; 2005 and 2004, respectively. Based on

Ch exrstmg rates, premrum amounts are not expected to change substanna]ly in 2007 as compared to 2006.

. 401(Ic) and Prof I Sharrng Plan. The'Company sponsors the KCS- 40](1() and Profit Sharing Plan
(the “401(k)" plan”), whereby participants can choose to make contributions in the form of salary deductions
pursuant:to section 401(k) of the Internal Revenue Code. The Company matches 401(k} contributions up to a

+
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maximum of 5% of compensation For the years ended December:31, 2006, 2005 and 2004, the Company
expensed $1.5 million, $1.4 million, and $1.2 m:lllon respectively, related to the KCS 401(k) and Profit,
Sharing Plan.

.

Note 11. Commiltments_'and Contingencies - | .

Litigation. The Company is a party to various legal proceedings and administrative actions, all of which
are of an ordinary, routine nature and incidental to its operations. Included in these proceedings ‘are various
tort claims brought by current and former employees for job related injuries and by third parties for i injuries
related to railroad operations. KCS aggressively defends these matters and has established liability Teserves
which management believes are adequate to cover expected costs. Although it is not possible to predict the
outcome of any legal proceeding, in the opinion of management, other than those proceedings described in
detail below, such proceedings and actions should not, individually, or in the aggregate, have a material
adverse effect on the Company’s financial condition. However, a material adverse outcome in one or more of
these proceedings could have a material adverse impact on the operating results of a particular period,

Reinsurance Litigation. As previously disclosed in the Company s quarterly reports on Form 10- Q
insurance companies who provided insurance to the Company filed an action in federal court in Vermont
{“Reinsurance Litigation™) seeking a declaration that théy have no obligation:to indemnify the Company
concerning a particular. casualty claim. That claim; styled Kemp, et al v. The Kansas City Southern Railway
Company, et al, was filed in the Circuit Court of Jackson County, Missouri (“Kemp Litigation™) and went to
trial in September 2006. The Company reached a settlement with the plaintiffs in the Kemp Litigation. The "
Company also reached settlements with various parties, including several of the insurance companies involved
in the Reinsurance Litigation, to indemnify the Company for a significant portion of the settlement. The Kemp
settlement is fully reflected in the Company’s financial statements and the Company has no further nsk
associated with this litigation. The Company is, however, continuing the Reinsurance ngatmn agamst certain
- other insurance companies, seeking to establish their obligation to indemnify the Company for their share of
the settlement with Kemp, .

Environmental Liabilities. The Company’s U.S. operations are subject to extensive federal, state and
local environmental laws and regulations. The major U.S. environmental laws to which the Company is subject
include, among others, the Federal Comprehénsive Environmental Response, Compensation and Liability Act
(“CERCLA,” also known as the Superfund law), the Toxic Substances Control Act, the Federal Water:
Pollution Control Act, and the Hazardous Materials Transportation Act. CERCLA can impose joint and several
liabilities for cleanup and investigation costs, without regard to fault or legality of the original conduct, on
current and predecessor owners and operators of a site, as well as those who generate, or arrange for the
disposal of, hazardous substances. The Company does not believe that compliance with the requirements .
imposed by the environmental legislation will impair its competitive capability or result in any material
additional capital expenditures, operating.or maintenance costs. The Company 18, howcver subject to
environmental remediation costs as described below.

The Mexican operations are subject to Mexican federal and state Jaws and regulations relating to_the
protection of the environment through the establishment of standards for water discharge; water supply,
emissions, noise pollution, hazardous substances and transportation and handling of hazardous and solid waste.
The Mexican government may bring administrative and criminal proceedings and impose economic sanctions
against companies that violate cnv1r0nmental laws, and temporarily or even permanently close non- complymg
facilities. . ) . o . - ; o D

- .

The risk of incurring environmental liability is inherént in the railroad industry.r'As part of serving the
petroleum and chemicals industry, the Company transports hazardous materials and has a professional team
available to respond and-handle-environmental issues that might occur in the transport of such materials.
Additionally, the Company is a partner in the Responsible Care® program and, as a result, has initiated certain
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addmonal envrronmental health and safety programs The Company performs ongomg reviews and evaluattons
of the various enwronmental programs and issues within the Company’s operations,’ and as necessary, takes

T

actlons intended to limit the Company s exposure to potential liability. . . L R
b 4 . - LI

P
+

L

The Company owns property ihat is, ‘or has been, used for industrial purposes Use of these propernes

" may subject the Company to potentially materlal liabilities relating to the mvestlgatlon and-cleanup of

“contaminants, clairs allegmg personal injury, or property damage as the result of exposures to, or.release of,
* hazardous- substances -Although the Company is responsible for investigating and- remediating contarmnauon
at several-locations, based on currently available information, .the Company does hot expect any relagd .
11ab111t1es individually or co]lectrvely, to have:a material impact on its results of operations, financial posmon
or cash flows. Should the Company become subject to more stringent cleanup requirements at these sites,
dlscover additional contammatton ‘ot become subject to related personal or property damage claims, the
Company could i incur materlal cOsts in- connectlon with these sites:
we e L RENARE ¥

The Company records l1ab1ht1es for remedtatlon and restoratlon costs related to past act1vllles when the (
" Company’s obhgauon |s probable arid the costs can be reasonably estimated, ‘Costs of ongoing complxance
-activities to current operat1ons are expensed as'incurred, The Company s recorded liabilities for these issues
_represent its- best estimates (on an- undiscounted basis) of remédiation and restoration costs that may be-
requ1red to comply with' present laws and regulations.” Although these costs cannot be predicted with certainty,

- management Believes that the ultimate ‘gutcome’ of identified matters will not have a material adverse effect’ on

4
the Cornpany 5 consohdated results of operatrons ﬁnancnal condmon or cash flows.

‘4.:-) . -

Envnronmental remedlatton expenise was $3.1 million for the year ended December- 3L 2006 and was

- included in-purchased serv1ces expense on the consolidated siatements of income. ‘Additionally, as of

December 31, 2006, KCS had -a liability for envrronmental remediation of $7.8 ITlllllOl’l This amount was .
derived from a‘range; ‘of reasonable estrmates based upon.the studies and site surveys descrlbed above and in
accordance with-SFAS 5 :

. . [

[
'

Casua[ty Claim Reserves The Company s casualty and liability resérve for its'U.S. busmess segment is
* based on a study by an 1ndependent thtrd party actuarial firm perforrned on'an undlscounted Basis. The reserve

" is based on claims filed and an estlmate of claims incurred but not yet reported While the ultimate amount of

claims incurred is dependent on various factors, it is'management’s opinion that the recorded liability is a
"reasonable estimate of aggregate future claims. Adjustments to the liability are reflected as operating expenses
" in thé period in which the adjustments’ are-known: Casualty claims in excess of self-insurance levels are
msured up to certain coverage amounts, depending on the type of claim and year of occurrence. The activity
"in-the reserve follows (in millions): Co :

a

w0 ' : o : . ST . 2006 2005
) ,,Balance at begmmng of year. e IR I $103';9 $ 52::8 "
Llabxllty acquired-in'the Mexrail acqutsmon e .o — 138 ¢
Accruals net (includes the impact of actuarial stud1es) R e l35_.0- ' ‘57 6
Payments...".-..'.’.:‘.....:_...":‘.‘.‘..._. ......... ",1 @215 _(04)
Ba]ance at end of ° year- e e - ..... $] 17.4 $103 9

M * v E
W . e [ s . T

- Based on an updated study« of casualty reserves for data through No\r’ember 30,.2006 and the settlement

" of the: Kemp case; the reserves-for FELA, third party, and occupational illness claims are reflected in the table
__"above for the year ended December 31, 2006. The changes to the reserve in the current year reflect the Kemp
settlements and favorable loss expenence m 2(}06 .

N . P . N

Dunng the third- quarter of 2005 the Company initiated a new. comprehenswe actuarial study of all of its

- casualty IEServes. Based on that study, the reserves for FELA, third-party and occupational illness claims were

<
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'mcreased resultmg ina charge to-third quarter operating income of $37 8 million. The charge reﬂects the .
impact of higher settlements for major FELA and third- -party claims-and significant increases in the frequency o
of these claims in"2004 and 2005. In addition, the charge includes reserves for occupational 111ness including ~
acbestos related claims. thar were establmhed on an actuarial basis for the first time: .

. Based on the results‘of the actuarial study, reserves for FELA and third- party claims were' lncreased
$30.3 million. The majority of these increases are attributable to adverse. experlence occumng since the
previous. yedr s study, including an increase in the number of new ‘claims and adverse development in the
dollar arnount of potential settlements for many 51gn1ficant prlor clarms x :

1 .

Management beheves that its prevrour-. reserve estimates for those priot clarms were reasonable based on -
the information available at the time. The Company is continuing its practice: of accrumg monthly for
estimated claim costs at levels recommended by the actuarial qtudy ancl evaluatron of recent known trends and
~ those accruals. have been 1ncreased aecordmgly : \ ST -‘ ot S

Drspures Relatmg to Paymems for the Use of Trackage and Haulage Rrghts and Imerlme Servrces .
~KCSM and Ferromex both initiated administrative proceedings seeking a, determmanon"by the Secrerarra de - "
Communicaciones y Transportes (“Secretdrrat ‘of Communications and Transports” or “SCT”) of the rates that =~z
the companies should pay each other in connection with the use of trackage and haulage nghts ahd mterlme o
and terminal services. The SCT, on March 13, 2002, issued rulings setting the rates for trackage -and haulage
rights. On August 5, 2002, the SCT issued a ruling setting the rates-for_interling -and terminal services, KCSM
and Ferromex appealed both rulings and, following trial and appellate court decrs:ons the Mexican Supreme
"Court.on February 24, 2006, sustained”’KCSM’s appeal of the SCT’s trackage and haulage rights ruling,
wvacating the ruling and ordering the SCT to issue a new ruling consistent with the Court’s opinion. KCSM has
not yet received the written opinion of the Mexican Supreme Court rélating’ to the 'decision. nor has the” _
Mexican Supreme Court decided the interline and terminal services appeal. The' Company believes that even if
the rates set in 2002 -become effective, there will be no material adverse effect on KCS’ results of operanons
On October 2, 2006, KCS was served with a claim raised by Ferromex in which Ferromex asked for . R
information concerning the interline traffic between KCSM and Ferromex, from January 1, 2002 through -
December 31, 2004, and an answer to this clann has been filed. = < : -

Disputes Relarmg to the Scope of rhe‘Mandatory.-Trackage Rights. The SCT issued rulings détermining
Ferromex’s trackage rights in' Monterréy in 2002. KCSM and Ferromex both appealed the SCT’s rulings.
KCSM obtained a favorable ruling at the administrative federal court level. Ferfomex -appealed the ruling. The .
case was remanded t6 the Administrative Federal Court with the instructions to consider addltlonal arguments
before i issuing its ruling. KCSM is still awaiting that ruling, but does not expect the ruling to have a matenal
adverse effect on its ﬁnanc1al condition or results of operations. . - L S

Claims Asserted under the TMM Acquisition Agreement. As part of the acqursmon of Grupo KCSM.in
" 2005, KCS issted escrow notes totalmg $47.0 million which are subject to reduction’ for certain potential-
losses related to incorrect, representatlons and warranties or breaches of covenants in the Acquisition : .

* Agreement by TMM. On Jdnuary 29, 2007, KCS advised TMM that KCS intended toassert claims for

~ indemnification under the: acquisition agreement related to representations and warrantles made by TMM. On

- February -1, 2007, KCS received-notice from TMM - indicating that TMM would seek darnages from KCS
under the Acquisition Agreement, aggregating approximately $43 million as well as other unspecified
damages. The parties are obllgated under the Acquisition Agreement to atiempt to resolve their differences -
1nformally and, if not succesqful then to submrt them to bmdmg arbitration. -7 . . : e T

Acqursrtrons of Locomonves KCSM entered into an agreement with General Electric Company (“GE") )
on August 14, 2006, to acquire 30 locomotives at a cost of approximately $63.7 million. Of the 30
locomotives, KCSM has taken-legal possessionof 22 as of December.31,.2006 with the remainder to be -
completed and delivered in the first quarter of 2007. The 22 locomotives where legal possession has:been
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- taken have been recorded as assets held for sale at year-end. Upon completron and- dehvery of all 30 units, the

Company ,will enter into a sale- Ieaseback transactron wrth the locomouves

On August 25, 2006 KCSR entered 1nto an agreement wnth Electro-Motive Diesel, lnc (“EMD”) to
acquire 30 locomotives to be delivered June 2007 through September 2007 at a total cost of $61.5 mrlhon
The Company intends to finance the acqulsrtlons with equipment lease financings treated as operaung leases

Letters of Intent.  KCSR and KCSM entered into a letter of intent with GE'on September 28 2006 to
acquire 80 locomotives to be delivered in late 2007 through August 2008 at an aggregate cost of
approximately $160.8 million. KCSR intends to acquire 30 of these locomotwes and KCSM mtends to acquire
the other 50 The letter of intent also provrdes KCSR and KCSM -with an option to acquire an addmonal
aggregate '40 locomotives for delivery-in 2008. KCSR and KCSM each anticipates entering. into purchase -

* agreements with GE in the first quarter of 2007 with respect to the 80 locomotives. KCSR and KCSM entered

into a letter of intent with EMD on November 29, 2006, to acquire 70 locomotives for dehvery in October ..

2007 through April 2008 ‘at'an aggregate cost of approximately $140.9 million. KCSR intends to acquire 30 of:

these locomotives and KCSM 1ntends to.acquire the other 40. The Company intends to ﬁnance the acqulsrtrons

' with equrpment lease ﬁnancmgs treated as operating leases.

Panama Canal Railway Company., Under certain limited condmons the Company isa guarantor for up
to $5. 6 million of cash deficiencies associated with the operations of PCRC. In addition, the Company isa

" guarantor for up to $3.0 million of equipment loans. Further, if the Company or its-partnér terminates the
" concession contract without the consent of IFC, the Company is a guarantor for up to half of the outstandmg

sen10r loans. See Note 3.
. Wl
Note 12 ])erwatrve Instruments -

The Company does not engage in the trading of derivatives. The Company s objective for using denvatrve
instruments is to manage fuel price risk and currency fluctuations. In general, the Company enters intd
derivative transactions.in limited situations based on management’s assessment of current market conditions
and percewed risks. However, management intends to respond to evolving -business and market conditions and
in doing so, may enter mto such transactrons more frequently as deemed appropriate. -

" Fuel Derivative Transactions. The Company was a party to fuel swap agreements for 1.3 mrllron gallons

E of.fuel o’ December 31, 2006. Fuel hedging transactions, including fuel swaps as well as forward purchase
" commitments, resulted in a decrease in fuel expense of $0.7 million, $2.4 million and $3.0 million in 2006,

2005 and 2004, respectlvely Subsequent to December 31, 2006, KCS ‘entered into fuel swap agreements for
1.3 million gallons :

Foreign Exchange Contracts. The purpose of KCSM’s foreign exchange contracts is to limit the risks
arising from exchange rate fluctuations in its Mexican peso-denominated monetary assets and liabilities. -
Management determines the nature and quantity of any hedging transactions based upon net asset exposure

. and market conditions. On December 31, 2006, KCSM had one peso call option outstanding in the notational

amount of $1.7 million based on an exchange rate per dollar of 14.50 Mex1can pesos. The option expires
May 30, 2007. On December 31, 2005, KCSM had two Mexican peso call- options in the notational amounts

. of $1.2 million and $1.7 million, based on the average exchange rate.of 13.00 and 12.50 pesos per dollar,

respectively. These optlons exp1red on September 6 and May 30 2006, respectwely

. Foreign Currency Balances At December 31, 2006, KCSM had monelary assets and liabilities denom-
inated in Mexican pesos of Ps2,304 million and Ps651 million, respectively. At December 31, 2005, KCSM
had monetary assets and liabilities denominated in Mexican pesos of Ps1,088 million and Ps549 million,
respectively. At December 31, 2006 and 2005, the exchange rate was 10.82 pesos per dollar and 10.64 pesos
per dollar respectrvely
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Note 13. Quarterly. Financial Data (Unaudited)

~ Third -

Fourth -Second First °
- In n_nillions, except per share amt_)unts
2006, . - _ o ]
.Revenues. ... .. ... S L... $4424 - $4157  $413.1  $388.4
Operating income .. ... N SO 88.2 773 77.5 61.3
Net income'. . . . . . . . e Ceeee.dlooo. 406 7 3130 240 129
Per share data: L ' . ‘
Basic eammgs per common share................... $048 $035 $026 S 01l
.Diluted eamings per common share . ............... " 041 0.32 0.24 011
'Dividends per share: g B '
$25 par preferred stock ... ..0 ... ... . 0L . $025 $025 $025 "$025
$1 par series C preferred stock . . - = — 5.31
$1 par series D preferred stock. . ......... e B — - — — 940 .
Stock price ranges:
$25 par preferred: , )
— High.. ... ... . $23.65 °,$23.50 $23.75  $23.50
— Low ........... R 2275 2225 2200 2200
Common ,
— High. ... . $30.00 $28.41 $27.75 $26.17
— Low ...... T e 2649 . 23.24 2346 - 2232
2005 T '
Revenues................. S $388.1 $384.6 $381.1 $198.2
. Operatiné- income (loss). . Ceees ................. 47.7 1.9 (8.3) .o 248
Ne.t-income (loss) ...... S e 5.2 1127 . (25.1) 8.1
Per share data:
Basic earnings (loss) per common share . .. .......... . $003 $135 $(033) $009
Diluted earnings {loss) per commen share. .. .. ..... ... 0.03 1.14 (0.33) 0.09
Dividends per share: v : . - B
$25 par preferred stock . ... ... [P $025 5025. $025 "§ 025
31 par series C preferred stock(i) .. ............... - 5.31 5.31 5.31 531
. $1 par series D preferred stock. . .............. ..., - —_ — — —
- Stock price ranges:
$25 par preferred:
o HIgh $23.50 © $23.50 $23.50  $24.00
— Low .. e 22.00 22.60 22,00 21.45
Common o . oo
— High. ... ooiiiien Do [ $2571  $2344  $21.00 . $20.34
— LOW L SO 2055 1947 1845 1605

(i) The addition of four quarters of dividends on the $1 Par Preferred Stock Series C do not total the annual

amount of $21.25, due to rounding.
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Kansas City Southern

_ Notcs-to-Consolidatéd Financiai Statements — (Continued)

Note 14. Condensed Consohdatmg Fmancml Informatmn

= As d1scussed in Note 6, KCSR has outstanding $200 m}lllon of 9% Notes due 2008 and 5200 m1"101'l of, N
7‘/2% Notes due 2009. ‘These notes are “unsecured obligations of KCSR, however, they are also ]omtly and
) :. severally and fully and uncondmonally guaranteed on an unsecured senior basis by KCS and certain’ wholly-
b o owned domestic sub51d1anes For cach.of these note issues, KCSR registered exchange notes with' the SEC
' that have substanually identical terms and assoc1ated guarantees and all of the initial senior notes for each?
issue have been exchanged for $200 million of registered exchange notes for each respectwc note issue:

o The accompanying condensed consolidating financial mformanon ( in millions) has been prepared and -
T - presented, pursuant to SEC- Regulatlon §-X Rule 3-10 “Financial ‘statements -of guarantors and affiliates whose
’ securities collateralize an-issue reglstercd or being registeréd” This condensed information. is not intended to-
. present the finanicial position, results of operations and cash flows of the individual compamcs or groups of;.
e comparnes in accordance w;th U S. GAAP. -

L] o ‘ 3n0 a4

: .Conden’sed Consolidatmg Statements of ‘Incor‘ile

L : 2006 ; :
;. ‘ ‘- T A . Guarantor Non-Guarantor Consclidating Consolidated
RN o : Parent KCSR  Subsidiaries Subsidiaries Adjustments KCS
‘ CREVENUES . . e $ — $7893 T $100  $8813 $ (209). - .$1,659.7
- ’ Operatmg eXPEnses .. ... ... 16.7 6317 195 7084 (20.9) --_ 11,3554
i Opcratlng income (loss) ........ (167) 1576 (9.5) 172.9 — 304.3
7 “Equity in net earnings (losses) of - '
) unconsohdated afﬁhates ........ 130.2 {1. 7) — 4.9 (126.1) . 7.3 )
o ’Interest expcnse ................ (5.7) (65 1) (1.7) (96.1) -. 14 . (167.2)
X ‘Debt’ retirement COSES . . v en. . . — 2.2) L 26 — @8
Forelgn cxchange loss ....... L — — — . (37 o= 3.7 .
Other'income . . . ............... .07 _107. _ = - 87 14y 5 187 :
Income (loss) before income taxes : B S
o and minority interest. ........ 108.5 993 - (11.2) 84.1 - (126.1) ¢ 154.6
e Income tax expense (benefit) ...... 07 321 @4.3)’ 18.3 - 454" "
o ‘ Mmonty Interest .. ... 0.3 — — = e — 0.3 .

'-74,---' :

“Net income (Joss): ... 51089 . § 672 (69  $658 801361 .3 1089°

101



- Revenues

N

naEL L o  Kansas City Southern

-

2005

,"I‘ i
kS
N ' hS
=i
.
b
oy

PR " Notes to: Consolidated Financ_itil‘Sfﬁ'tements—_(Contihtted) :

i

A
SAS

.Guarantor
- Parent KCSR . Sub'sidiaries

Non-Guarantor
-Subsidiaries

Consolldatmg
Ad_]ustments

Consolidated o :_

. KCS

et 8 T $7259 79219
Operatmg expenses e L. 191 650, 7 22297
7_' Operatmg 1ncome (loss) Soae (190 752 -“‘(1._0)

*-Equity in nét earnings- (losses) of - . . -
unconsohdated afﬁhates SERIIPI 4 N C Y J—

Interest income* (expense). RSN WA I (_58.5) - 224
Debt retlrement COSIS T4, Loer — e S

‘ Forelgn exchange gam L e

_VAT/Put’ settlement gain (loss), met 11 (9.0)  — -
Other mcome. e 22 63 - 01

Income beforef'income taxes and - o
- vininority interest . ... ... ... . 95.5 246 .15

- Income tax expense (benefit) . . N 54 17 02"
Mmonty interest .1 ... s — —

-Nét income e $1009 $ 229 $ 13-

i

$637.1
629.9

$ (32 9)
“(32. 9)t

$1 3520

Lo by 2897

212

o @)
(733)

@4

3.5
140.9
6.3

(121.7) ;- s

L6

|5 1

.¢,-,\ég.-1L-

A 623

et 29
At (133.5)
T (4:4)
. .35
1319 -

76.1
(3.6)
(17.8)

(16

(121.7) .

13.3

.1y

T N

-$ 975

$(l21 7)

2004

‘r. .

ﬂ-.__

# : _ . Guarantor.
4 Parent KCSR _ Subsidiaries

Non-Guarantor
Subsidiaries

Consolldatlng Consohdated

Ad Justments

[ T L

Revenues Lt e 5 — '.‘3635.21 $20.5-

Operatmg expenses. - e .. 147 529.0 191

Operatmg mc:ome (Ioss) .“
Eqmty in net’ earnings (}osses) of . =

S “unconsolidated afﬁllates R L. 351 (0.8) —

'Interest expense T 0 AR 0.8) “3.6) ... (0.4).
Other income : , .' ....... P, 0.3 16.3 —
Debt retlrement costs ..... s L — (4D —

laxes R el 199 739 1.0
[ncome tax expense (benefit). ... ... (4.5) 310 . .04

Net mcome (loss)-. . . e $24.4 $. 429 $ 0.6
102

< (147) 1062 ¢ 14,

'$ 14.1
23.5

1$(30.3) .
(30.3)

(9.4)

(3.9)

1.4

(34;9)
0.4

(04

(Il 1.9)
(3.3)

(34.9) '

$ (8.6

$(34.9) -

$639 5

(4.5)

@)
’ 176

@)

.. 480

236

$ 244

(17 8) .
$ 10097 -
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N ’M,}.‘
e Assets % s
Lo Current assets. e

 [nvestments held for operatmg
R purposes and afﬁhate o

' Property and equrpmem net

g Concessron assefs, net. S
- Other assets .5 .2, T

Deferred income taxes

Stockholders equrty

Total liabilities dnd equrty

“Assets: o
Current assets.~ ..... PEE R

Investments held for ‘operating
purposes and afﬁllate :'

Jinvestment ... Lo o

_ Property and equ1pment net. ..
T Concessmn assets rret ...... o
o , Other assets N N

v Tota] assets. ST T

"
Lt o
e 3

Ltabrlmes ami equu‘y

. Current lrabrhtles e

i u ‘Long-term debt. ‘ DR
- o '_ : Payables, 10 afﬁhates ...... e

. Deferred mcome taxes . .. o

v Totdl llablhtles and equ1ty
RS
SR - +
RaBCH " < -"“
oy = L ) . E
tw. e P -‘"_J vl T C é‘.,::,‘,-:s ;}g.}r'. .
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Notes to Consohdated Fmancral Statements -— (Contmued)‘

‘rt.‘.

R <--' PP

December 3172006~

©% . investment ... :...: w0 -

§ 2534

19523 4299
0.6 " 1,163.7

505 314

$ 48

2279

$2327 "

_1,4262
$17288 $2,265.5

Total assets. .- o . ?$“1.',962.7 $1.878.4. .
wa:lmes and equ:ty .
> Current liabilities . .. . % ... . § 3534 $ (2295
“Long-term debt ...... oo 0.2 733.4"
Payables.to affiliates . . e L1 324 —

(10:4) . 3610,

 Other liabilities. . . . . .. L AT 945 -
Mmonty interest. .. .- -..~;'. e — - 314 ‘

1,582.4- 887.6

$140.1
06

Tt
we

765,

" 13.0

e
2.5

$232 7

'$1.062.7 '$1',s78.4

$ 3558 . -$

P

© 4508

1,060.5 (0.5)

© . 1,303.3 —

17450, . =

(12.8)

@768.1)

- . = . : Guarantor: Non-Guarantor: _Consolidating  Consolidated
Parent- . KCSR . -Subsidiaries . ' Subsidiaries =~ Adjusiments " KCS

'$ 6060

649
24522
1,303.3

L2009

$3.3449

$2.781.4) 546373

$ 3861 $
L8976 - —

(9.8) —
123.8
100.3

1, 846.9 . (2,737.0)

(12.7)

0.3)
314y

. $ 6374
. 16318

324.
4173

2357
100.3

1,582.4

: $3 344.9 N

. T8(2,781.4)

$4.637.3

» . ‘December 31; 2005 * 77 -
.. . Guaranmr Non-Guarantor Consolldatmg Consoildated
Parent - KCSR Subsidiaries Subsidiaries. . Adjustments KCS‘

$ 24 8% 4761

1715.4
0.1

_10.9

4358

13340 -

196 -

'$ 203

239 3

53

$ 2333 $ (2653)
464.2
7249 4% —

13604 7 7 =
2180

(2,555.‘1)’

"('1"6.’0),'

$ ’466:8 -

603"
2,2983
13604

$1,728.8 $2.2655

$2l64:9' : : "

$3,000.8

§ 2022 $ 1410,

02 7381

L —
35) 42456
56. 1105

851.3

$2402 . .-

06
+ 0.7
0.5
14.6
9.3

$ 257.8
925.0 —
266 (45.0)

45 (15.9)
1395 7 -
16474° _(25080)

-$(2:836.4) .

$(267.5)

$4.423.6

- $ 5737

. 1,663.9

80.4-.

409.2

2702

1,426.2

$264.9

$4.423.6

103

$3.0008  $(2.836.4)

9378 -




Kansas City Southern

e Notes to Consolidated Financial Statements — (Continued) --

Condensed Consolidaﬁng Statements of Cash Flows

Operating activities:
Excluding intercompany .
activity. . ........ e

Intercompany activity . . ... . ...

Net cash pfovided
Investing activities:
Capital expenditures. . ...... ..
+ Proceeds from-disposal of =
property
- Contribution from NS for

MSLLC (net of change in
restricted contribytion)

Property investments in
MSLLC

Other restricted cash

Proceeds from sales of
investments, net

Investments in and [oans to
affiliates. .. ..............

Net cash used. . ...........
Financing activities:

Proceeds from issuance of long-
termdebt................

- Repayment of long-term debt . . .
Debt issuance costs
Proceeds from stock plans

_ Dividends paid. ... ... S

" Excess tax benefit realized from
_options exercised

. Netcashused.............

Cash and cash equivalents:
"Net increase (decrease)
At beginning of year

At end of, year

2006

: . Guarantor  Non-Guarantor Consolidating Consolidated
Parent KCSR  Subsidiaries Subsidiaries Adjustments KCS
$(148.7) $2254  $815.. $ 1280 $(187)  $267.5
187.7 (1453)  (80.5) 19.4 18.7 —
39.0 _ 80.1 1.0 147.4 — 267.5
—  (©3.1) — (148.7)° v s BRI
— 269 — 3.1 — .. 300
— — — 79.5 — 79.5
_ — — (37.8) — - (318)
— — — (3.0) - (3.0)
_ 8.2 — —_ — 8.2
_ _ _ (a1 — (1.1
—  (58.0) — (108.0) — (166.0)
— 4102 — 206.1 — 616.3
(44.0) (409.3) (©.1) {205.1) — (658.5)
- (1.5) — G4 .- (15.9)
8.6 — — — = . 86
(4.3) — — — - (4.3
2 _ _ _ L 2
(39.5)  (6.6) (0.1} (4. - — (53.6)
(0.5 155 0.9 32.0 — 479 _
0.7 20.7 0.9) . 106 - — 311 v
$ 02 $ 362 § — $ 42.6 $ — $ 79.0
3
104




Kansas City- Southern

- No‘tes'ilbte Consolidated Filianeial Statéments — (Continued)
. ) . 2005 . :
Lo - Guarantor  Non-Guarantor ¢ Consolidating  Consolidated
L + «*Parent _ ' KCSR  Subsidiaries Subsidiaries Adjustments KCS
Operating activities: e A
Excludmg intercompany : o
activity. ... ... oo (1) $10740 $113 0 - 8 612 $ — $178.8
Intercompany activity......... 17.3 (14.9) (8.9 6.5 — e —
Nét cash provided .. -.-..0:. 16.2 92,5 .24 67.7 — "178.8
Investing activities: ‘ S
‘Capital expenditures. .~ .. .. L — (1709 (3.5) {101.3) — 275N
Proceeds from disposal of ' L ' e
PIOPEITY . o oo v e e e — 57 — 0.6 o (Y
- Proceeds from investment ' S -
sales ... ... — (8.0) —_ — — . (B.0)
Investments in and loans to C . o
affiliates. . . .............. (9.9)  (16.3) — 8.0 7.7 . ~(10.5)
_ Acquisition costs ... ......... © (10.1) — — — — (10.1)
" Cash of Mexrail at acquisition, ; = — — 3.0 w30
_ Cash of KCSM at acquisition . — — — 5.5 - 5.5
Repayment ‘of loansto -7 - - "
. affiliates. _ . ........ e — .. 101 . - 4.2 (14.3) — . )
Net cash used. ........... (200)° (1799 _(3.5). (80.0) 66) (2895 '
Fmancmg activities: T Lot ;
- Proceeds from issuance of long- o A '
“term debt . . . ... DU T — 8203 7 — 624.4 — 644.7
Repayment of fong-term debt . . , (1.0) '"62.7 — (583.2) e ter (521.5)
Capltal contribution . . ... ..... - — — 5 5 (5.5) E—
Proceeds of loans from ° T '
,,a{ﬁhates ................ v .52 — — - (5.2) —
" Repayment of loans from . ‘ K
Caffiliates. ... ... ... ... 6.7 — — (10.6) 17.3 —
: Debt issuanc€ costs .. ... ... .. — (2.9) _ (13.6) — -(16.5)
Proceeds from stock plans .. ... .7 . — — : — — vl
Repurchase of common stock (200.4) — — — —-— (200 4) ) .-
v Issuance of preferred stock net- ‘ L '
proceeds .................. 2039 — — — — 2039 .
Dmdends paid. . . .. .' .' ....... Y — — — — (8.7)
'3’ Nef cash provided (used) 6.0) ~80.1- - — 225 6.6 1032
Cash and cash eqmvalenrs : o .
Net increase (decrease); . . . . . . . ©8) 6.8  (1.D 10.2" e (1.5)
e»At bcgmnmg of year ........ ... 10.5 27.5 0.2 0.4 — ‘ 38.6
- Atend of yéar ...... .. ... $ 078 207 $©9 - $06 % —- - $ 3L
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Kansas City, Southern

Notes to Consolidated Financialj Smteménts — (Continued)

2004

duaranlor Non-Guarnn-tor Consolidating  Consolidated
‘ - Parent ) KCSR  Subsidiaries Subsidiaries ’ Adjustments KCS
" Operating activities: ' ' o ‘
Excluding intercompany o 1
© altivity. . . .. DU L. $115) $1562 0 $19 $(3.9) $— $ 142.7
Intercompany activity. ... .. ... 2366 (2397 - (0.2) 33 — -
Net cash provided (vsed) . 2251 (83.5). 1.7. - {0:6) .- . — 1427
* Investing activities: ' ‘ Ny |
" Capital expenditures. . . .. e — (1167 (0.5 - — = L (117.2)
. Proceeds from disposal of 7 - . o
Cproperty .. ... ... ' — 4.9 — — = ' 49
- Other restricted cash . . . ... .. (200.0) — — — S — - (200.0)
Investments in and loans 10 . -
affiliates:................ (4L7)  (10.5) — 93) - 65 - (55.0)
Proceeds from investment * . ' o '
Cosales L. 0.4 - - 0.1 — 0.5
Repayment of loans to T ' ‘ T : ' C T
~affiliates. o, ...l R — _ — 88 . (8.8) =
Other,net . ............... . 9.6)  {0.4) — —. — (10.0)
*, Netcashused:......... S (2509 (122.7y- 05 04y (23) ' -(376.8)
" Financing activities: T Tl L
Proceeds from issuance of long-’ * E : : .
Totermdebt. ...l — 2500 e — 250.0
~ Repayment of long-term debt . . . —  (106.6) L (L0 — — (107.6)
'-‘_Pro'cee.ds of-loans from L : : i
affiliates. . ............... 6.5 — — — (6.5) —
Repayment of loans from  ~ S
~ affiliates. . .. ... A U (8.8) — - — 8.8 L
Debt issuance costs . . . . .. o — (39 — — = (3.8
Proceeds from stock plans . .. .. 74 - - . — — - - 74
‘Dividends paid. . ......... LB — = _— = (3.7
" Net éash provided (used) :. ..  __ (3:6) _139.6* :_(1.0) — 2.3 137.3
~ Cash and cash équivalen_rs: i L
Net increase (decrease) . ... ... (294)  (66.6) 0.2 . (1) S +(96.8)
At beginning of year .. ....... 39.9 94.0 0.1 1.4 — . 1354
Atend of year ... ... .. .. 5105 $ 274 -$03 ~  $04 | $ — $ 386

Note 15. Segment Reporting

- The accompanying segment reporting information {in millions) has been prepared and presented pursuant
to Statement of Financial Accounting Standards No. 131, “Disclosures about Segments of an Enterprise and
Related Information.” Operating units are defined as either U.S. or. Mexico segments. Appropriate eliminations
* of revenue and reclassifications of operating revenues and expenses have been recorded in deriving

4
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- Notes to Consulldated Financial Statements — (Contmued) oo
consolidated data. The U. S. _segment cOnsists pnmarlly of KCSR and Tex Mex The Mex1co segment con51sts .-
of Grupo KCSM KCSM and Arrendadora v : L S T . i .
VL '2'006' e A,
.S, - Mexico . Fllmmatlon Consolldated :i’ N
Revenue ... ... U e . 0§ 88578 7740 $ [ o— $1 6597
Operatmg expenses 7 : K .:* A 1;; ) ij’
- Compensation and beriefits. . .. ... ooeinn . ‘264.3 3. 4 — 387.7:"
Purchased Services .. ......0..00 oo oo JrL 88 1310 14 o252 ]
Fuel. .. .ot I [V 71408 1128 = .‘253 6
EQUIPIMENt COSIS. . . .+« veveeaee Do ., 827 970’ . 179.7.
.Depreciation and amortization ........... . 65.7 - 89. 3 . — ‘155 0
: ‘Casualties and insurance. .% . ... .. P 449 -+ - 8 5 B P 534,
KCSM' employees statutory profit shanng ........... L — 59 = «'5.9 i
OtHET .« v et e e e e "78.9 27.4 (14) " 1049 - .o,
Total operating expenses. . ... ...... U 760.1° o .595.3 = 355.4'—’-‘ S
OPperating INCOME - . . ..« v o evs e aan s e . $.1256 -8 1787° 1§ o= . § 304: 3.0 m
Income before income taxes and minority interest. ... .. .. $ 1335 ©$ 872, 7;7""$, : '("66.1) ¢ $ 154, 6 ]
TOtAl BSSEIS + .« o v e s e e $34647 3324654 '$(1,%9_'2_.3) U4, Q13
Total liabilities ... ....ooovnvee i 1,750.6. - 1,2040 . Lo = 2.954.6"
S - = s
Capital expenditures ... ...... ... .. T o 125.7 116:1 b= 241 8
20;)'5' . L
us. - Mexico  Elimination -~ Consolidated
o REVENUE - .o $ 8044 $ 5476 § =  $1.3520°
Operatmg expenses ) ;z' A
Compensation and benefits. .. .................... 2448 95.6 — 3404
Purchased SEIVICES . . . ..o vvvv oo oo 846 .. '108.7 1.8 1951 . - .
TFUEL. « et e 1238 . 831 = 2069 -7
_Equipment COSES . & v vttt e e 68.9 - f80 9 — "149.8.
Depreciation and amortization . ................... 60.0 .67 7 — 127. 7‘%_ e
Casualties and insurance. .. .......... e . 887 14 7 — 1034
KCSM employees’ statutory profit sharing ........... T— 4] Lo — 411
OUREE . . /oo e ettt e e e e 88.5. 38 6 (1.8) 12537
_."' Total operating eXpenses . ... ... ....uenmrnronancie . 759:3- . 530 4 " - — ) 1,289.7(‘.11-{‘-',7..
 Operating income . . .. ..ot oo $ 451§ 17 2" '_‘$ g 62.3.'?:::“'
Income before income taxes and minority interest. . . ... .. g 90 0 $ 85’4 :'—1$ : (994) $oo 760‘ :
- TOal SSELS .+« + .+ e v e et e e e e $3,271.2. $2418; I =$(1,265. oy $44236 .-
Total liabilities . ...... ...t 1,849.4" - .1,2155 - _(67.5) .., 29974 f_ .
Capital expenditures . ..............oooiiiniiann- 203.7 72.0 — & 275.7
| 107
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Kansas City Southern

. _ Notes:to.Consolidated Financial Statements — (Continued)

. Note 16. Subsequent Events . ;'f;‘_' SR e LW

‘ Preferred Stock Dividends: ~ On January 12, 2007, the Company declared a cash dividend on the Series C
" Preferred Stock and a stock-dividend: on the Series D Preferred Stock for dividends in arrears that were due
. May'15; 2006, Aisgust 15, 2006 and November 15, 2006, and the dividend payment due February 15, 2007. -
The dividends were paid on. February 15, 2007, to stockholders of record on Fébruary 5, 2007. The Company
also declared a cash d1v1dend on the 4%, noncumulative Preferred Stock, payable Apnl 3, 2007, to
stockholdcrs of record on March 12, 2007. . - ) . '

: { Consem Sohcuanon On January 29 2007, KCSR commenced a consent sollcnatlon to amend the
’ mdentures under which KCSR’s 9%% Senior Notes due 2008 (“9%4% Notes”) and 7%% Senior Notes due 2009

(“T% Notes”) were issued. "The purpose of the consent solicitation was to (i) resolve an mconsnsiency in the
inclusion of certain expenses but not the income, of restricted subsidiaries in the calculation of the -
consolidated- coverage: ratio under the indentures, "(ii) amend the definition of refinancing indebtédness-to allow
the inclusion’ of ccrtam related premlums interest, fees and expenses in permitted refinaricing indebtedness °
and (iii) obtain waivers of any defaults arlsmg from certain actions taken in the absence of such proposed

L amendments On February 5, 2007, KCSR obtained the requisite consents from the holders of each series of

rNotes to amend their respective indentures as described above and executed supplemental mdemurcs

' contammg such amendments and waivers.- | |

. . Credit Faczt:ty_AWawen ~ On January 31, 2007, KCS provided written notice to the lenders under the 2006
- Credit Agreement of certain representation and other defaults under the 2006 Credit Agreement ariing from
" the po'tentia] defaults which existed under KCSR indentures as described above. These defaults limited
KCSR’s-access to the revolvmg credit facxhty !In its notice of default, the Company also requested. that the -
lenders waive these defaults: On February 5; 2007 the Company received a waiver of such defaults from all of
. the lenders under the 2006 Credxt ‘Agreement. The Company is currently not in default of the 2006 Credit
~ Agreement and has access to the revolvmg credit fac:hty :

“

oL -
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None. R K

Item 9A. Controls and Procedures

™

(a) Disclosure Controls and Procedures : ’ e o N

The Chief Executive Officer and Chief Financial Officer have reviewed and evaluated the effectiveness of
the Company’s disclosure controls and procedures (as defined in Rules 13a:15(e) and 15d-15(e) under the '
Securities Exchange Act of 1934, as amended (the “Exchange Act”) as’of the end of the fiscal year for which
this annua! report on Form 10-K is filed. Based on that evaluation, the Chief Executwe Officer and Chief
Financial Officer-have concluded that the current disclosure controls and procedures are effective to ensure
that information required to be disclosed in reports filed or submitted under the Exchange Act is recorded,
processed, summarized and reported within the time periods specified in the Securities and Exchange
Commission rules and forms, and include controls and procedures designed to_ensure that information required
to be disclosed by,the Company. in such reports is accumulated and: commumcated to management, including
the Chief Executive.Officer and Chief Financial Ofﬁcer as appropriate to allow tlmely decmons regardmg
required disclosures.

(b) Changes in Internal Control over Fmanmal Repomng

There have been no changes in the Company s internal control ‘over- ﬁnanc1al reportmg that occurred
during the-last fiscal quarter (the fourth quarter in the case of an annual report) that have materially affected,
or are reasonably likely to materially affect, the Company’s internal control over financ1al reporting.

(c) Internal-Control over Financial Reporting : . -,,«i N

“ A

The report of management on the Company 5 1nlemal control over ﬁnancnal reportmg (as deﬁned in
Rule 13a-15(f) and 15d-15(f) “under the Exchange Act) is mcluded as “Management s Report on Internal
Control over Financial Repomng in Item 8.

KPMG LLP, the independent registered public accounting firm that audlted the:Company’s financial -
statements contained herein, has issued an attestation report on management s assessmem of the effectiveness
of the Company’s internal control over Fmanmal reportmg as of December 31, 2006 'I'he attestation repoft is.
included in Item 8. L, ol

r # 1

Item 9B. Other Information

None. .. o RS .

Part Il S o
The Company has mcorporated by reference certain responses to the Items of this Part III pursuant to
Rule 12b-23 under the Exchange Act and General Instruction G(3) to Form 10-K. The Company’s definitive
proxy statement for the annual meeting of stockholders scheduled for May 3, 2007 (“Proxy Statement”), will
be filed no later than 120 days after December 31, 2006. :

Item 10. Directors, Executive Officers and Corporate Governance

-

(a) Directors of the Company

The sections of the Company s definitive proxy statement for the 2007 arinual meetmg of stockholders
entitled “Proposal 1 — Election of Two Directors” and “The Board of Directois” are incorporated by reference
in partial response to this Item 10.
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(b) Exécutive Officers Bf'the Company .

See “Executive Ofﬁcers of KCS and SubSIdlal‘lcS in Part 1, Item 4 of this annual report meorporated by
reference herein. for 1nformat10n about the executive officers of the Company

(c) Audrt Commtttee and Audlt Committee Financial Experts

The section of the Company s definitive proxy.statement for the 2007 annual meeting of stockholders
entitled * Board Commmees -—The Audlt Committee” is 1ncorporated by reference in partial response to this
Item 10.° ) AR -

,r._ ., Y

Y] Comphance wrth Sectlon 16(a) of the Exchange Act .

The response to Tiem 405 of Regulatlon S-K under “Section "16(a) Beneﬁcral Ownershlp Reporting’
Compliance™ in the Company s definitive proxy statement for the 2007 annual meetmg of stockho]ders 1s
incorporated by reference inr partlal response to this Item 10. :

L P ‘- a2 e

(¢) Code of Ethics FORLES L - y

The Company has adopted a Code of-Business. Conduct and ‘Ethics (“Code of Ethrcs”) that applies to
directors, officers (including, 3 -among othérs, the Principal executive officer, principal financial officer and
principal accounting officer) and _employees. The Company has posted its Code of Ethics on its website
(www.kesouthern.com) and will post on its website any amendments to, or waivers from, a provrslon of its
Code of Ethics that applies to the. Company s principal executive officer, principal financial officer of principal
accounting officer as-required by apphcable rules and regulations. The Code of Ethicsis available, in print,
upon written request to the Corporate Secretary, P.O. Box 219335, Kansas City, Missouri 64121-9335.

() Annual Certrﬁcanon to the New York Stock Exchange

KCS’ common stock is listed on the New York Stock Exchange (“NYSE"). As a result, the Chief
Executive Officer is requtred to make annually, and he made on May 22, 2006 a CEO’s Annual Certification
to the New York Stock Exchange m accordance with Section 303A.12 of the NYSE Listed Company Manual
- stating that he was not aware of any vrolauons by KCS of the NYSE corporate govemance listing standards

Item 11 Executive Compensauon A

*

- The sections of the Company s defi nifive proxy statemnent for the 2007 annual meeting of stockholders
entitled * ‘Non- Management Drrector Compensation,” “Cémpensation Committee Report,” “Compensation
Discussion and Analysis,” “Managerent Compensation Tables,” and “Board Committees — The Compensation
. Commiittee — Compensation Commrttee lnterlocks and lns:der Parnelpatron” are mcorporated by reference in
response to this Item-11. - i
Item 12. ‘Security Ownershrp of. Certam Benef icial 0wners and Management and Related Stockholder
Matters

The section of the Company’a definitive proxy, statement for the 2007 annual meeting of stockholders
entitled “Beneficial Ownership” is incorporated by reference.in partial response to this Item 12.

e st
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(@ Llst of Documents filed as part of this Report

Kl

Equity Compensauan Plan Informatwn o S '. -

. The following table provides mformatlon as of December 31, 2006 abOut the common stock that may be
issued upon the exercise of options, warrants and nghts as well as shares reinaining avallable for future
1ssuance under the Company s existing equity compensatlon plans ' s

r

Number of Secuntles
Remaining Available -

: - Number of Secuﬁtles . ' U _+-for Future Issuance
T e - to.be Issued . - = Weighted-Average ' - Under Equity Compénisation
Upon Exercise of -~ Exercise Price of - Plans — Excludmg X
" T ' Outstandmg Options, ° Outstanding Options, Securities Reflected in
Plan‘Category - > . Warrants and R1ghts Warrants and’Rights the First Column(i)
Equity compensation plans:’
. ,.Approved by securlty _ » e o R
-holders . . ....o.. ... ... 2,940,332 $8.98 - 6,895,114 -
Not approved by security : :
holders .............. P — — » —
~$8.98 a 6895 114

Total-... . . . . AN 2940 332

l

(i) Includes 4, 201 897 shares available for i lssuance under the Employee Stock Purchasé Plan and
© 2,693,217 shares available’ for issuance- under the 1991 Plan as awards in'the form of Nonvested Shares,
Bonus, Shares Performance Units: or Performance Shares or issued upon the exercisé of Optlons (includ-
ing’ lSOs) Stock apprecrauon nghts or limited stock appreciation rights, awarded under the 1991, Plan.:

The Company has no knowledge of any arrangement the operatlon of Wthh may at a subsequent date
result in a change of control of the Company

Item 13 Certam Relatwnshtps and Related Tmnsacuons and Dtrectar Independence -

"The sectlons of the Company $ deﬁmtwe proxy statement for, the 2007° annual meetmg of stockholders
entrtled “Inisider D1sclosures ” “The Board of Directors — Non—Management Director Independence and
“Board Committees — The Compensation’ Commlttee — Compensation Committee Interlocks and- Insider

Parucrpatton -are 1ncorporated by reference in response to this Item 13. LA

Item 14. Prmcrpal Accountant Fees and Servrces

r IR At e

WL
The sectaons of the Company ] deﬁmt

&, proxy statement for the 2007 annual meetmg of stockholders
entitled ;‘Board Committees — the Audit. Comm1ttee and “Independent Regtstered Publlc Accountmg Firm”
are incorporated by reference in response to thlS Itern 14 Tg

I

Part IV

f a - s . - it

. Item 15, Eiehibits and Financial Statement Schedules .

(I) Fmancml Statemems ) : - , .

The ﬁnancral statements and related notes together wnth the report of KPMG LLP appear in Part 11
[tem 8’ Fmancnal Statements and Supplementary Data, of this Form 10- K ’ .

(2) Filr'mncial Statem'ent Schedules .

The schedules and exhibits for Wl‘llCh provrsron is made in the apphcable accountmg regulatton of the
Secuntles and Exchange Commission appear in Part II Item 8, “Fmancral Statements and Supplementary
Data" of this Form 10-K. :
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© - (3) List of Exhibits |
"(a)‘ Exhibits . oo "

" The Company has attached or incorporated by reference herem certam exhibits as specrﬁed below
pursuant to Rule 12b- 32 under the Exchange Act.

Exhlblt
)

2.1

22
2.3
24

. 2.5.

2.’6 .

27

e (3)’

<31

32

@
4.1

. Bylaws o

Plan of acqulsmon reorgamzatlon arrangement, quuldanon OF succession

. Ariiended and Restated Acqu1smon Agreement,. datéd. as of December 15, 2004, by and among KCS
+KARA Sub, Inc., KCS Investment I, Lid,, KCS' Acqursmon Subsidiary, Inc., Caymex’ Transportation,
Inc., Grupo TMM S.A., TMM Holdings, S.A. de C.V., TMM Multimodal, S.A. de C.V. and Grupo
Transportacron Ferrov1ar1a Mexicana, 5.A. de C.V. (currently known as Grupo KCSM, S.A. de C.V.
(“Grupo KCSM™)) (the “Amended Acquisition Agreement™), filed as Exhibit 10.1' to the Company’s-
Current Report on Form 8-K filed on December 21, 2004 (File No. 1 4717) is 1ncorporated herein
by reference as Exhibit 2.1.

Stockholders’ Agreement by and among KCS Grupo TMM, S.A., TMM Holdings, S.A.de C.V.,
TMM Multimodal, S.A. de C.V. and certain stockholders: of Grupo- TMM S.A (the “Stockholders
Agreement 1), filed as Exliibit 10:3 to the Company’s Current Report on Form 8:K filed on
December 21, 2004 (File No. 1 4717) is incorporated herein by reference as Exhibit 2.2.

. Registration Rights Agreement by and among KCS, Grupo TMM SA. , TMM Multimodal, 'S A. de

~C.V. and certain stockholders of Grupo TMM, S.A, (the “Acqursrtron Reglstrauon Rights
Agreement”) filed as Exhibit 10.4 to the Company s Current Report 6n Form 8-K filed on
" December 21, 2004 (File No. 1-4717), is incorporated herein by referénce as Exhibit 2.3.

. Consulting Agreement by and between KCS and José F. Serrano International Business; S. A, de C.V.

(the “Consulting Agreement”), filed as Exhibit 10.5 to the Company’s Current Report on Form 8-K-
filed on December 21, 2004 (File No. 1-4717), is mcorporated herein by reference’ as Exhibit 2.4,

Marketmg and Services Agreement by and among KCSR, TMM Logistics, S.A. de C.V. and' TFM,
"S.A.de C.V. (currently known as Kansas City Southern de México, S. de R.L. de C.V, (“KCSM”))
(the “Marketing:and” Services Agreement”), filed as Exhibit 10.6 to the Company’s Current Report |
t.on Form 8-K filed on December 21 2004 (Frle No. 1 4717) is 1ncorporated herem by reference as
Exh1b1t25 R (s

nghts Agreement dated as : of September 29, 2005 by and between KCS and UMB Bank h.a. .
" (the #2005 Rights Agreement™), filed as Exhibit 10.1 to the Company’s Current Réport .on Form 8-K-
filed on October 3, 2005 (File No. 1-4717), is mcorporated herein by reference as Exhlblt 2.6.

Registration’ Rrghts Agreement dated November 21, 2006 armong Kansas City Southern de México,

.-S.A:de C:V. (currently known as‘Kansas City Southern’ de México, S. de R.L. de’C.V: (“KCSM™)),

Morgan Stanley & Co. Incorporated, Banc of America Securities LLC, BBVA Securities Inc., BMO
* Capital Markets Corp., and Scotia Capital (USA) Inc. (the “2006 Registration Rights Agreement")
filed as Exhibit 4.3 to the- Company’s Current Report on Form 8-K filed on November 28, 2006 (F1le

- No. 1-4717), is incorporated herein by reference as Exhibit 2.7.

- Articles of Incorporation and Bylaws
*. Articles of Incorporatlon

**Exhibit 3.1 to the Company s Registration Statement on Form §-4 originally filed July 12, 2002
(Registration No. 333-92360), as amended and declared effective on July 30, 2002 (the:; “2009 5-4,
Reglstranon Statement”), Restated Cernﬁcate of ]ncorporanon is incorporated herem by reference as
‘Exhibit 3.1. v

The Amended and Restated By-Laws of Kansas Clty Sblrthem as amended on January 18 2007 are
attached to this Form 10-K: as Exhibit 3.2. :

Instruments Deéfining the nght of Secunty Holders lnc]udmg Indentures

-

. The Fourth Seventh, Elghth Eleventh, Twelfth, Thirteenth, Fourteenth Flfteenth and Slxteenth

paragraphs of ‘the Company $ Restated Cemﬁcate of lncorporauon (See Exhibit 3.1).
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Exhibit
4.2

4.3

43.1

4.4

44.1

442

443

444
45

4.6

4.6.1

4.6.2

4.6.3

4.7

Description

Article I, Sections 1, 3 and 11 of Article II, Article V and Article VIII of the Company s Bylaws.
(See Exhibit 3.2).

Indenture, dated July 1, 1992 between Kansas City Southern and The Chase Manhattan Bank

(the “1992 Indenture™) filed as Exhibit 4 to the Company’s Shelf Registration of $300 million of
Debt Securities on Form S-3 filed June 19, 1992 (Reglslranon No. 33-47198) and as Exhibit 4(a) to
the Company’s Form S-3 filed March 29, 2003 (Registration No. 33-60192) registering $200 million
of Debt Securities, is incorporated herein by reference as Exhibit 4.3.

Supplemental Indenture, dated December 17, 1999, wrth respect to the 7% Debentures Due
December 15, 2025 issued pursuant to the 1992 Indenture, filed as Exhibit 4.5.4 to the Company’s
Form 10-K for the fiscal year ended December 31, 1999 (File-No 1-4717) is lncorporated herein by
reference as Exhlblt 431, - :

Indenture, dated as of September 27, 2000, ameng the Company, The Kansas City Southern Railway
Company (“KCSR™), certain-other subsidiaries of the Company and The Bank of New York, as
Trustee (the “2000 Indenture™), filed as Exhibit 4.1 to the Company’s Registration Statement on

,.Form S-4 originally filed on January 25, 2001 (Registration No. 333-54262), as amended and

declared effectrve on March 15, 2001 (the 2001, S-4 Registration Statement”), is 1ncorporated herein
by reference as Exhibit 4.4.

Supplemental Indenture, dated as of January 29, 2001 to the 2000 Indenture among the Company,
KCSR, certain other subsidiaries of the Company and The Bank of New York, as trustee, filed as’

‘Exhibit 4:1.1 to the Company’s 2001 S-4 Registration Statement (Reglstrauon No. 333 54262), is' .

incorporated herein by reference as Exhibit 4.4.1.

Second Supplemental Indenture, dated as of June 10, 2005, to the 2000 Indenture, among the
Company, KCSR, and certain other subsidiaries of the Company and The Bank of New York, as
Trustee, filed as Exhibit 10.1 to the Company’s Quarterly Report on Form 10-Q for the penod ended
June 30, 2005 (File No. 1-4717), is incorporated herein by reference as Exhibit 4.4.2. - ‘

Third Supplemental Indenture, dated as of February 5, 2007, to the 2000 Indenture, among the -
Company, KCSR, certain other subsidiaries of the Company and the Bank of New York  Trust
Company, N.A., as Trustee, is attached to this Form 10-K as Exhibit 4.4.3 -

Form of Exchange Note (included as Exhibit B to Exhibit 4.4 of this Form 10- K).

Exchange and Registration Rights Agreement, dated as of September 27, 2000, among the Company,
KCSR, and certain other subsidiaries of the Company, ﬁled as Exhibit 4.3 to_the Company’s 2001
S-4 Registration Statement (Reglstratlon No. 333 54262), is 1ncorporated herein by reference as
Exhibit 4.5.

The Indenture, dated June 12 2002, among KCSR, the Company and certain subsrdlanes of the
Company, and U.S. Bank National ‘Association, as Trustee (the “June 12, 2002 Indenture™), filed as
Exhibit 4.1 to the 2002 S-4 Registration Statement (Reglstrauon No."333 92360) is mcorporated
herein by reference as Exhibit 4.6.

Form of Face of Exchange Note, included as’ Exhlblt B to Exhibit 4.7 and filed as Exhibit-4.2 to the
2002 S-4 Registration Statement (Registration No. 333-92360), is 1ncorporated herem by reference as
Exhibit 4.6.1.

- Supplemental Indenture, dated June 10, 2005, to the June 12, 2002 Indenture among the Company,

KCSR, and certain other subsidiaries of the Company, and U.S. Bank National Assocrauon as .
Trustee, filed as Exhibit 10.2 to the Company s Quarterly Report on Form 10- Q for the penod ended
June 30, 2003, is incorporated herein by reference as Exhibit 4.6.2.

Second Supplemental Indenture, dated as of February 5, 2007, to the June. 12, 2002 Indenture among
the Company, KCSR, and certain other subsidiaries of the Company, and U.S. Bank Nauonal
Association, as Trustee, is attached to this Form 10-K as Exhibit 4.6.3. . :

Certificate of Designations of ‘4. 25% Redeemable Cumulative Convertible Perpetual Preferred Stock _
Series C, filed as Exhibit 3.1(b} to'the Company s Quarterly Report on Form 10-Q for the period
ended March 31 2003 (File No. 1- 4717) is incorporated herein by reference aq Exhrblt 47,
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 Exhibit

i

4.8

.

49

Description

' Reglstranon nghts Agreement dated May 5, 2003 among KCS Morgan Stanley & Co. Incorporated

and Deutsche, Bank Securities Inc., filed ds Exhibit 4.5 to the Company’s Registration Statement on

" Form §:3 onglnally filed on August 1, 2003 (Registration No. 333- 107573), as.amended and

déclared effective on Qctober 24, 2003 (the 2003 S-3 Registration Statement”), is incorporated
herein by reference as Exhibit 4.8

Certificaté of Designations of 3. 125% Cumulative Convertible Perpetual: Preferred Stock, Series D,

R filed as Exhibit 4.1 to the Company’s Current Report on Form.8-K, filed on December 15, 2005

4.10 -

4.10.1+

4102

. 413

(10}
10.1

10.2

103

04

- (File No. 1-4717), is incorporated herein by reference as Exhibit 4.9.
Indenture, dated as of June 16, 1997, among KCSM, Grupo TFM, S:A. de C. V(currently known as

Grupo KCSM, S.A. de C.V. (“Grupo KCSM")), as guarantor, The Bank of New York, as trustee, and

‘Bankers Trust Luxembourg, S.A., as a Paying Agent, covering up to $150,000,000 of TFM’s
. 10.25% Senior Notes due 2007 {the “1997 Indenture”), filed as Exhibit 4.10 to the Company'’s

Reglstratlon Statement on Form S-1 ongmal]y filed on November 20, 2006 (Registration.

No. 333-138831), as'amended and declared effective.on December 4, 2006 (the “2006 S-1
Registration Statement™), is incorporated herein by reference as 'Exhibit 4.10.°

First Supplemental Indenture, dated as of May 21, 2002, among KCsM, Grupo KCSM as, guarantor
The Baik of New York, as trustee, and Deutsche Bank Luxembourg'S.A., as the paying’ agent to the

‘1997 Indenture, filed as Exhibit 4.11 to 2006 S-1 Registration Statement (Registration
" No. 333-138831); is mcorporated ‘herein by reference as Exhibit 4.10.1.

Second Supplemental Indenture, dated November 21, 2006 among Kansas City Southern de México,

" S.A. de C.V,, as issuer, The Bank of New York, as trustee, Deutsche Bank Luxembourg S.A., as.

paying agent and Grupo KCSM, S.A. de C.V., as guarantor, to the 1997 Tndenture, filed ag
Exhibit 4.1 to the Company’s Current Report on Form 8:K filed on November 28, 2006 (Flle ’

No. l 4717) is incorporated. herein by reference as Exhibit 4.10.2,

Indenture dated as of June 13, 2002, betweén TFM. and The Bank of New York as Trustee,

+ covering up to $180,000.000 of TFM’s 12.50% Senior Notes due 2012 (the “June 13, 2002
- Indenture”), filed as Exhibit 4.12to the 2006 S-1 Registration Statement (Registration

No. 333- 138831) is incorporated herein by reference as Exhibit 4.11.

Indenture, dated as of April 19, 2005, betwéen TFM and The Bank of Nova Scotia Trust Company
of New York, covering up to $460,000,000 of TFM’s 9%% Senior Notes due 2012 (the “2(}05

_“Indenture™), filed as Exhibit 4.13 to_the 2006 S-1 Registration Statement (Registration
“No. 333 138831) is incorporated’herein by réference as Exhibit 4.12.

Indenture, dated November 21, 2006, between Kansas City Southern de Mexico, S.A. de C V. and
U.S. Bank National Assoc1at10n as trustee and paying agent (the #2006 Indenture™), ‘filed as

) Exhrbrt 4.2 to the Company’s Current Report on Form 8-K filed on November 28, 2006 (File

No, 1-4717), is 1ncorporated hereln by reference as Exhlblt 4.13.

-‘Mdterlal Contracts .

L Form of Officer Indemmf1cat1on Agreement attached ‘as Exhibit ]0 1 to the Company’s Form 10-K
;- for the fiscal year ended December 31, 2001 (Flle No. 1-4717), is 1ncorporated herein by reference
: 'as Exhlblt ]O 1.

Form_ of Dlrector lndemmﬁcanon Agreement attached as Exhibit 10.2 to the Company s Form 10-K
for the fiscal year ended December 31, 2001 (File No. 1 4717) is incorporated herein by reference

..as Exhibit 10.2.

~* Description of the Company’s 1991 incentive compensation plan, ﬁled as Exhrblt 10.4 to the
- Company’s Form 10-K for the fiscal year ended December 31, 1990 (File No., 1-4717), is

incorporated. herein by reference as Exhibit 10.3.
Directors Deferred Fee Plan, adopted August 20, 1982, as amended and restated effective January 1,

.- 2008, filed as Exhibit 10.7 to the Company’s Form 10-K for the fiscal year ended December 31,
© 2004 (Fl]e No.-1-4717), is 1ncorporated herein by reference- as ‘Exhibit 10.4.
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1062

Exhibit

© 108

105.1 .
1052
* 1053

105.4

1055

10.5.6

1057

10.6

10.6.1

10.6.3

107

-10.9

1010

Kansas City Southem 1961 Amended and Restated. Stock Optlon and Performance Award Plan, as*
““amended and restated effective as of- May 5: 2005 (the" “Amended 1991 Plan™), filed as Exhibit 10.1

Y

Descriptlon

to the Company’s Current Report on Form' 8-K, filed on May 11, 2005 (Flle No. 1-4717), is

: mcorporated herein by reference as Exhibit 10.5... .- .

‘Form of Non- Qualified Stock Option- -Award Agreement for -employees under the Amended 1991~

"'Plan, filed as Exhibit 10.8.2-to the-Company’s Form 10-K for the fiscal year’ ‘ended December 31,

.. 2004. (File No. 1-4717), is incorporated herein by- reference. a8 Exhlblt 1051, . .f
- Form.of Non-Qualified Stock Option Award Agreement for. Diréctors under the Amended 1991 Plan

filed as Exhibit 10.8.3 to the Company’s Form-10-K for the- fiscal year ended December 31 2004
(Flle No.. 1-4717) is incorporated- -herein by reference as Exhibit 10.5. 2. :

Form of Non Qualified Stock Optlon Award agreement for employees | under the Amended 1991 Plan-

. (referencmg threshold dates),. filed: as, Exhibit 10.8.4 to the. Company‘s Form 10-K for the, fiscal year

. ended December 31,:2004 (File No.'l- 4717) s mcorporated herein by reference as Exhlbrt 10.5.3.

"Form of Restricted Shares Award and Performance Shares Award Agreement under the Amended

. 1991 Plan, is attached to.this Form 10-K as Exhibit 10.5.4.

‘ Form of Restneted Shares Award Agreement (graded vesung) under the Amended 1991 Plan ﬁled

“as Exhibit 10.2 to-the- Company’s- Current Réport on Form 8-K; filed on May 11, 2005- (Flle

No. 1-4717), is incorporated hereifi by’ reference as "Exhibit=10. 5.5~ _
Form of Restricted Shares Award ‘Agreement (chff vesting} under the Ameided 1991 Plan ﬁled as -

'-E.Xhlblt 10.1 to.thé¢ Company’s Form 8-K filed on March 18 2005 (Flle No 1 4717) is 1ncorporated

X herem by reference as Exhtbrt 10, 5 6.

_Form of Restricted: Shares Award Agreement “under the Amended 1991 Plan: (appllcable to restncted
- shares t6 be purchased), ﬁled as Exhibit 10.8: 7-to the Company:s Form 10-K for the fiscal year

- ended December 31, 2004 ‘(File No. 1: A4717),'i8 incorporated: heréin by.reference as. Exhrblt 10.5.7.

Kansas City Southern 401(k) and Profit Sharing Plan (as amended and ‘restated "effectlve Apnl I,

2002) (the *Amended 401(k) and Profit Sharing Plan™), filed as: Exhlblt 10.10.1: to the” Company s -
‘Form 10-K for the fiscal year ended December 31, 2002 (Flle No. 1-4717) 1s, mcorporated herein by

reference as Exhibit 10.6.

" First Amendment to the Amended. 401(k) and Profit Sharmg Plan effectlve January I, 2003 filed as

Exhibit 10.10.2 to the Company’s Form 10-K for the fiscal year ended December 31, 2002 (File

" .-No, 1:4717), is 1ncorporated herein by reference as-Exhibit 10.6.1.
'Amendment to the Amended 401(k) and Profit Sharmg Plan, dated June 30, 2003 ang effective as of

January 1, 2001, fited as Exhibit 10:10. 310’ the Company’s Form 10-K for the fiscal year ended
Dec¢ember 31, 2003 (File No. 1- 4717) is mcorporated herem by reference as Exhibit 10.6.2.

Amendment to the Amended 401(k) and Profit’ Sharing Plan ‘dated December 3, 2003 and effective

..as of January-1, 2003, filed as Exhibit 10.10.4 to the’ Company s Form 10-K for the fiscal year’

' 'ended December 31, 2003 (File No. 1-4717), is mcorporated herem by reference as Exhtblt 10.6.3.

Assignment, Consent and Acceptance: Agreement dated August 10 1959; by and among the

‘Company, DST Systems, Inc. and Stilwell Fmancral Inc., filed as Exhibit 10.10 to the Company’s
<.» 2001 S-4 Registration Statement (Reglstrauon No 333 54262) is 1ncorporated herem by reference as
T _‘-“"'Exhtbtt 10.7. -

-10.8°

Employment Agreement, as amended and restated January 1 2001 by and among the Company,
KCSR and-Michael R. Haverty, filed as Exhibit 10.12 to the Company’s Form 10-K for the fiscal
year ended December 31, 2001 (File No. 1-4717), is 1ncorporated herein by reference’ as Exhibit 10.8.

. Employment Agreement dated January 1, 2005 between KCSR and Arthur L. Shoener, filed as

Exhibit 10.1 to the Company's Current Report on Form 8-K/A ﬁled on February 14, 2005 (File

- No. 1-4717), is incorporated herein by referénce as Exhibit 10.9.
‘Employment Agreement, dated May 15, 2006, between KCSR and Patrick J. Ottensmeyer, attached

as Exhibit 10.1 to the Company’s Current Report on Form 8-K, filed on June 12, 2006 (File:
No. 1-4717), is incorporated herein by reference as Exhibit 10.10.

.
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Exhibit
10.11

10.12
10.13

10.14

Descnptmn

‘Employment Agreement, dated May 15,2006, between KCSR,, KCS and Daniel W. Avramovich,

- attached as Exhibit 10.2-to the Company’s Current Report on Form 8-K, filed on June: 12; 2006 (File

10:15 ©°

10:15.1

10.15.2

10.16
10.16.1

10,17

10.17.1
10.17.2
10.17.3

10.18
10.19

10.20

10.21
10.21.2

10.21.3

No. 1-4717), is mcorporated herein by reference as Exhibit 10.11.

Employment Agreement, dated June 7, 2006, between KCSR and Michael K. Borrows attached as
Exhibit 10:1 to the Company’s Current Report on Form 8-K, filed: September 15; 2006 (Ftle

No. 1-4717), is mcorporated herem by reference as Exhibit 10.12.

Kansas City: Southern Exécuitive’ Plan as'amended: and réstated January I, 2005, fi led as
‘Exhibit:10.17 to the Company’s Form 10-K-for the fiscal year ended December 31, 2004 (Ftle -
No.-1-4717),.is incorporated herein by reference as Exhibit+10.13,

The Kansas City Southern Annual Incentive Plan; as approved by the Company’s Compensatton
Committee on January 17, 2007, is attached to this Form 10-K as Exhibit 10.14. ’
Security Agreement dated March 30, 2004 from KCS, - KCSR and certain other subsrdtanes of KCS
to The Bank of Nova Scotia as Collateral Agent, filed as Exhibit 10.19.] to the Company’s -

+ Form 10-K: for the fiscal year ended December 31 2004 (File No. 1-4717) is mcorporated herein by

. reference as Exhibit 10.15. . ~ wE Lt TR S
:Amendment No. 1 to the Securrty Agreement among KCSR, KCS the subsrdtary guarantors, the

- -lenders party thereto and The Bank of Nova Scotia, dated as of" December 22, 2004, filed as

Exhibit 10.1 to the Company’s:Currént Repert on Form 8-K filed on December 29, 2004 (Flle

. No. 1-4717), is mcorporated herein by reference as Exhibit 10.15.1.

Amended and-Restated Credit Agreement, dated April 28, 2006 among KCSR, KCS the sub51dtary
guarantors,- the lenders party thereto, The Bank of Nova Scotia,"Morgan Stanley Senior Funding,
Inc., Harris Bank N.A., LaSalle Bank National. Association and Bank of Tokyo-Mitsubishi UFJ
Trust Company, and Scotia Capttal filed as Exhibit 10.1 1o the Company’s Form 10-Q for the perlod
ended March 31, 2006 (Ftle ‘No. 1-4717), is mcorporated herein by reference as Exhibit i0.15.2.

The 1992 Indenture. (See: Exhtbtt 4.3).

The Supplemental Indenture, dated as of December 17, 1999 to the 1992 lndenture (See .
Exhibit 4.3. Do o . . .

The 2000 Indenture (See Exhtbtt 4.4),
The Supplemental Indénture, dated as of January 29 2001, to the 2000 Indenture. (See Exhrblt 44.1).

The Second: Supplemental Indenture, dated as of June 10, 2005, to the 2000 Indenture, (See
Exhibit 4.4.2).

‘The Third Supplemental Indenture, dated as of February 5, 2007, to the 2000 Indenture. (See
Exhtbtt 4.4. 3)

.lntercompany,Agreement dated as of August 16 1999 between the Company and Sttlwell Financial
Inc., filed as Exhibit 10.23 to the Company’s 2001 S-4 Registration Statement (Regtstranon :
No. 333-54262), is mcorporated lierein by reference as Exhibit 10,18,

Tax Disaffiliation Agreement, dated as of August 16, 1999, between the Company and Stilwell

. Financial- Inc., filed Exhibit 10.24 to the Company’s 2001 S-4 Regtstrano‘n Statemem (Reglstratlon
""No., 333 54262) is mcorporated herem by reference as Exhibit 10. 19. ’ ‘

Lease Agreement as. amendecl between The Kansas Ctty Southern Ra1lway Company and Broadway :
Square Partners LLP dated June 26, 2001, filed as Exhibit 10.34 to the Company’s Form 10-K for
the fiscal ‘year ended December 31,2001 (Ftle No. 1-4717), is mcorporated herem by reference as
Exhibit '10.20.

>

" The June 12, 2002 Indenture. (See Exhibit 4.6).

The Supplemental Indenture, dated as of June 10,-2005, to the June 12, 2002 lndenture (See
Exhibit 4.6.2).

The Second Supplemental Indenture, dated as of February 5, 2007, to the June 12, 2002 Indenture
{See Exhibit 4.6.3). .
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~ Exhibit
10.22

10.23

10.24 *

10241

10242
1025

10.26

'10.27,
10.28

10.29 "

10.30

- 1031,
- 10.32

1033 .
- to the Company!s Current Report on.Form §-K filed December 21 2004 (File No. 1-4717) is

10.34

10.35

_,,'I'he 2005 Rrghts Agreement (See Exhibit -2.6).

o Descrlptron

“

Agreement to Forego Compensation between A. Edward Allmson andthe Company, fully’executed

.on March 30, 2001; Loan Agreement. between A. Edward. Allinson and the Company:fully executed . -
- on' September 18, 2001; and the Promissory. Note executed by the.Trustees of The A. Edward
* Allinson Irrevocable Trust Agreement dated, June 4, 2001, Courtney Ann Arnot, A. Edward

Allinson 11 and Bradford J: Allinson, Trustees, as Maker, and-the Company, as Holder, filed as
Exhibit 10: 36 to.the Company’s Form 10-K for the fiscal year ended December 31, 2002 (File
No. 1-4717), are incorporated hérein by reference as Exh1b1t 10.22.

' 'Agreement to Forego Compensation between Michael G. Fitt and the Company, fully executed on °

March 30, 2001; Loan Agreement between Michael G. Fitt. .and'the Company, fully executed on -
September 7, 2001; and the Promissory Note executed by the Trustees of The Michael G. and .
Doreen E. Fitt Irrevocable Insurance Trust, Anne E. Skyes, | Colm M-D. Fitt-and lan D.G. Fin, o
Trustees, as Maker, and the. Company, as Holder, ﬁled as Exhrbrt lO 37 to-the Company’s Form 10-K
for-the fiscal year ended December 31, 2002 (File No 1-4717), are. mcorporated herein by reference
as Exhibit 10.23. e

Kansas City Southern Employee Stock 0wnersh1p Plan (as- amended and restated effectrve April 1,
" 2002) (the “Amended Employee Stock Ownership Plan”), ﬁled as’ Exhlbrt 10.38 to the Company’s
Form 10-K for the fiscal year ended December 31, 2002 (Flle No l 4717) is mcorporated herein by
reference as Exhibit 10.24, a4

Amendment to the Amended Employee Stock Ownersh1p Plan dated June 30, 2003 and effective as
of January 1, 2001, filed as Exhibit 10.38.2 to the Company’s Form 10-K for the fiscal year ended
December 31, 2003 (File No. 1-4717}, is mcorporated herein - by reference as Exhibit 10.24.1.

Amendment to the’ Amended Employee Stock Ownersh1p Plan dated December 3, 2003 and

‘effecttve as of January I, 2003, filed as Exhibit 10.38.3, o the Company’s Form 10-K for the fiscal
_year ended December 31, 2003 (Frle No."1: 4717) is mcorporated herein by reference as -

Exhibit 10.24.2. -

Placement Agreement dated. Aprr! 29 2003 by and among the Company, Morgan Stanley & Co
Incorporated and Deutsche Bank Securities’ Inc., filed as, Exhibit 10. to the Company’s Form 10-Q for
the period ended June 30 2003 (F:le No. 1—4717) 1s mcorporated herem by reference as .

Exhibit 10.25." .~ A .
" The Amended Acqutsttton Agreement. (See. Exhibit 2: l) S .l ‘

The Stockholders” Agreement..(See Exhibit 2.2). o oL _ P
‘The Acqu1srt10n Registration Rights Agreement (See Exhlbtt 2. 3) A
.The Consulttng Agreemenl (See Exhibit 2.4). T S ol -

The Marketmg and Services Agreement (See Exhrbrt 2. 5)

Form of lndemmty Escrow Note (as defined in the Amended Acqursttlon Agreernent) filed as
Exhibit 10.2 to the Company’s Current Report on Form 8-K filed December 21, 2004 (Frle
No. 1-4717}, is mcorporated herein by reference as Exhibit 10.32.

Form of VAT, Escrow Note (as-defined.in the Amended Acqursmon Agreement) ﬁled as Exhibit lO 7

incorporated herein by reference as Exhibit 10.33.

Closing Escrow Agreement by and among KCS, KARA Sub, Inc., KCS Investment I, Lid,, KCS
Acquisition Subsidiary, Inc., Caymex Transportation, Inc., Grupo TMM, S.A., TMM Holdings, S.A.

de C.V., TMM Multimodal, S.A, de C.V. and The, Bank-of Nova Scotia Trust Company of New

York, filed as Exhibit 10.8 to the Company’s Current Report on Form- 8-K filed December 21, 2004

" (File No. t-4717), 15 1ncorporated herern by reference as Exhlblt 10.34.

Indemnity Escrow Agreement by and ‘among KCS, KARA Sub, Inc., KCS Investment I, Ltd

Caymex Transportatton Inc.,.Grupo TMM, S.A., TMM Multimodal, S.A. de C.V. and The Bank of

Nova Scotia Trust Company of New York, filed s Exhibit 10, 9 to the Company s Current Report on
Form 8-K filed December 21, 2004 (File No 1-4717), is mcorporated herein by reference as
Exhibit 10.35.
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Exhibit. .

- 10.36.-

1037
10.38

10.39

10.40

10.41 .

10.41.1

-10.41.2

1042

10.43

10.44

10.45

10.46

De.scrlptmn

VAT Escrow Agreemenl by and among KCS, KARA Sub, Inc., KCS Investment I, Ltd., KCS
Acquisition Subsidiary, Inc.,.Caymex Transporiation; Inc.; Grupo TMM, S.A., TMM Holdings, S.A.

. de C.V,, TMM Multimodal, S:A. de C.V. and The Bank of Nova Scotia Trust Company of New

York, ﬁled as Exhibit 10,10 to the Company’s Current Report on Form 8-K filed December 21, 2004 -

.{File No. 1-4717), is incorporated herein by reference as Exhibit 10.36,

Consulting Compensation Escrow Agreement by and among KCS, Jose F. Serrano International

Business, S.A: de C.V. and The Bank of Nova Scotia Trust Company of New York, filed as
Exhibit 10.11 to the Company’s Current Report on Form 8-K-filed December 21, 2004 (File -

No. 1-4717), is incorporated herein by reference as Exhibit 10.37.

Agreement of Assrgnment and ’A%sumptzon of Rights, and-Agency Agreement with Undisclosed
Principal, Duties and Obligations; filed as Exhibit_10.12 to the Company’s Current Report on
Form 8-K filed December 21 2004 (F11e No. 1 47l7) is mcorporated herein by reference as
Exhibit 10.38. )

Underwriting Agreement; dated- December 5, 2005, between the Company and Morgan Stanley &
Co. Incorporated, filed as Exhibit 99.2 10 the Company’s Current Report on Form 8-K, filed
December 6 2005 (Flle No: 1-4717), is mcorporated herein by reference as. Exhlbll 10: 39

Underwntmg Agreemem dated December 5, 2005, among the Company, Grupo TMM, S.A, and
Morgan Stanley & Co. Incorporated, filed as Exhibit 99.3 to the Company’s Current Report on
fform 8-K, filed December 6, 2005 (File’ No 1-4717), is mcorporated herein by reference as
Exhibit 10.40. '

‘Transaction Agreement dated December 1, 2005 among the Company, KCSR, Norfolk Southern

Corporation and The Alabama Great Southern Railroad Company (the “Transaction Agreement”™),
filed as Exhibit 10.46 to the Company’s Form |0- K for the fiscal year ended December- 31 2005
(File No. 1-4717), is incorporated herein by reference as Exhibit 10.41. :

Amendment No. | to the Transaction Agreement dated as of Janvary 17, 2006, fi led as Exhrbn 1047 -
to the Company’s Form 10-K-for the-fiscal year ended December 31, 2005 (File No. I-47I7) is
mcorporated herein by reference as Exhibit 10.41.1’

Amendment No. 2 to the Transaction ‘Agreement dated as of May 1, 2006 ﬁled as Exhibit 102 10

‘the Company’s Quarterly Report on Form 10-Q for the period ended March 31, 2006 (Fl]e

No. 1-4717), is mcorporated herein by reference as Exhibit 10.41.2.

* Participation Agreement, dated as of December 20, 2005, among KCSR, KCSR Trust 2005-1 (actmg'

through Wilmington Trust Company, as owner trustee) (“2005 Trust”), GS Leasing (KCSR 2005-1)
LLC, Wells Fargo Bank Northwest, National Association, Export Development Canada, and KfW,

* filed as Exhibit 10. 48 to the Company s Form 10-K for the fiscal year ended December 31, 2005
(File No. 1-4717), is incorporated herein by reference as Exhibit 10.42. "

Equipment and Lease Agreement, dated as of December 20, 2005, by and between KCSR and the
2005 Trust, filed as Exhibit 1049 to the Company’s Form: "t0-K for the fiscal year ended”

December 31, 2005 (Frle No. 1-4717), is incorporated herein by reference as Exhibit 10.43.
Participation Agreemem, dated as of August 2, 2006, among KCSR, KCSR Trust 2006-1 (acting
through Wilmington Trust Company, as owner trustee) (“2006 Trust™), HSH Nordbank AG, New -
York Branch, -Wells Fargo Bank Northwest, National Association, and DVB Bank AG, filed as
Exhibit 10.4 to the Company’s Form 10-Q for the period ended September 30, 2006 (File ‘
No. 1-4717), is incorporated herein by: reference ‘as Exhibit 10.44. i
Equipment and Lease Agreement dated.as of August 2, 2006, by and between KCSR and the 2006
Trust, filed as Exhibit 10.4 to the Company’s Form 10-Q for the period ended September 30 2006
(File'No. 1-4717), is incorporated herein by reference as Exhibit 10.45,

Limited Liability Company Agreement of Meridian Speedway, LLC by and between the Alabama

* Great Southern Railroad Company and Kansas City Southern dated May 1, 2006, filed a$

Exhibit 10.3 to the Company’s Form 10:Q for the period ended March 31, 2006 (File No. 1-4717),
is mcorporated herein by reference as Exhibit 10.46.
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Exhibit
10.47

. 10.48
10.48.1

10.48.2

10.49
10.51
10.52
10.53

10.53.1

10.54

10.55

10.56

10.57
10.58

a2) -
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21y

211

(23)

231,

23.2

23.3
24

311

" The 2006 Indenture. {See Exhibit 4.13).-

* Subsidiaries of the Company

Descrtptton

Underwriting Agreement, dated Décember 4, 2006, among the Company, Morgan Stanley & Co. .
Incorporated, and Grupo TMM, S.A., filed as Exhibit 1.1 to the Company’s Current Report on
Form 8-K, filed December 5, 2006 (File No. 1-4717), is incorporated herein by reference as
Exhibit 10.47.

The 1997 Indenture. (Sec Exhibit 4.10), ' ' :

The First Supplemental lndenture dated as of May 21, 2002, to the 1997 Indenture (See : . o
Exhibit 4.10.1).

The Second Supplemental lndenture dated November 21, 2006 to the 1997 lndenture (See . : .
" Exhibit 4.10.2). . . c . e

The June 13, 2002 Indenture (See Exhtbtt 4.11).

The 2006 Registration Rights Agreement. (See Exhibit 2.7), -~ % o PR

Credit Agreement, dated October 24, 2005 among the Company, as borrower Arrendddora TFM '
S:A. de C.V., as guarantor; Bank of America, N.A. as administrative agent, BBVA Baneomer as - o
collateral agent; and BBVA Securities; Inc. and Banc of America Securities, LLC as arrangers (the

“2005 Credit Agreement™), filed as Exhibit 10.9 1o KCSM’s Reglstrauon Statement on Form S-4 :

originally filed on November 8, 2005 (Registration No. 333-129566), is attached to thlb Form 10-K

as Exhibit 10.53,

Amendment No. 1 and Waiver No. 1, dated April 7, 2006, to the 2005 Credit Agreement, filed as -
Exhibit 10.10 to KCSM’s Form 10-K for the fiscal year ended December 31, 2005, is attached to .
this Form 10-K as Exhibit 10.53.1. N N
Lease Agreement between KCSR and Louisiana Southern Railroad, Inc., dated September 25, 2005

filed as Exhibit 10.5 to the Company’s Form 10-Q for the perlod ended June 30, 2005 is
mcorpordted herein by reference as Exhibit 10.54.

Lease Agreement between KCSR and Alabama Southern Ratlroacl Inc., dated September 25, 2005,
filed as Exhibit 10.6 to the Company’s Form 10-Q for the period ended June 30, 2005;is |
incorporated herein by reference as Exhibit 10.55. : . .
Lease Agreement between KCSR and Arkansas Southern Rat]road lnc dated September 25, 2005, - R
filed-as Exhibit 10.7 to the Company’s Form 10-Q for the period ended June 30, 2005 is - : -
incorporated herein by reference as Exhibit 10.56. : . '
Lease Agreement between KCSR and Arkansas Southern Railroad, Inc., dated September 25, 2005

filed as Exhibit 10.8 to the Company’s Form 10-Q for the period ended June 30; 2003, is - ‘

incorporated herein by reference as Exhibit 10.57.

lLease Agreement between KCSR and Louisiana Southern Ratlroad Inc., dated September 25, 2005, PR
filed as Exhibit 10.9 to the Company’s Form 10-Q for the penod ended June 30, 2005 is ., I
incorporated herein by reference as Exhibit 10.58. : .o o

Statements Re Computatlon of Ratios

The Computatton of Ratio of Earnings to Fixed Charges prepared pursuant to Itém 601(b)(12) of
Regulation S-K is attached to [hlS Form 10-K as Exhibit 12.1. .

The list of the Subsndtartes of the Company prepared pursuant to fiem 601(b)21) of Regulat:on S K
is-attached to this Form 10-K as Exhibit 21.1. , ;

Consents of Experts and Counsel

Consent of KPMG LLP is attached to this Form 10-K as Exhibit 23.1.

Consent of PricewaterhouseCoopers is attached to this Form 10-K as Exhibit 23.2.

Consent of KPMG Cérdenas Dosal, S.C. is attached to this Form 10-K as Exhlb]l 233.

Power of Attorney (included on the signature page) : -2 o )

Certification of Michael R. Haverty, Chief Executive Officer of the Compdny is attached to thlS ' ‘ | l
Form 10-K as Exhibit 31.1. ‘
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Exhibit
31.2

(32)
321

32.2

(99)
99.1

Description
Certification of Patrick J. Ottensmeyer, Chief Financial Officer of the Company, is anached io this
Form 10-K as Exhibit 31.2,
Section 1350 Certifications

Certification pursuant to 18 U.S.C. Section 1350 of Michael R. Haverty, Chief Executive Officer of .
the Company, is attached to this Form 10-K as Exhibit 32.1.

- Certification pursuant to 18 1J.5.C, Section 1350 of Patrick J. Ottensmeyer, Chief Financial Officer--

of the Company, is attached to this Form 10-K as Exhibit 32.2.
Additional Exhibits

The consolidated balance sheet of Grupo TFM, S.A, de C.V. and subsidiaries as of December 31,
2004 and 2005 and the related consolidated statements of income, cash flows and changes in =~
stockholders’ equity for the two years in the period ended December 31, 2004, and the consolidated
statements of income, cash flows and changes in stockholders’ equity for the three months ended
March 31, 2005 (“Predecessor™) and the nine months ended December 31, 2005 (“Successor™)
including the notes thereto and the reports of the independent registered public accounting firms ~-° -~
thereon, attached to the 2006 S-1 Registration Statement (Registration No. 333-138831) as
Exhibit 99.1, is incorporated herein by reference as Exhibit 99.1.
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SIGNATURES

.Pursuant to the requirements of Section 13 or 15(d) of the:Securities Exchange Ac[ of 1934 ‘the
Company has duly caused this report lo be signed on its behalf by the under51gned thereunto duly aulhonzed

\1'
. oy

Kansas City Southern

By: . /s/ Michael R. Ffavény
' “Michael R. Haverty - -
Chauman of the Board and-

) Chief Executive Officer and Dlrectbr -
February 26, 2007 - "

- ‘ POWER OF ATTORNEY

Know all peoplc by-these presents, that each person whose signature appears bclow constitutes.and.
.. appoints Michael R. Haverty and Patrick J. Ottensmeyer, and each of them, his or her true and lawful
" attorneys-in-fact and agents, with full power of substitution and resubstitution, for hlm or her and-in his or her
_mame, place and stead, in any and all capacities, to sign any amendments to this annual report on Form 10-K,
and to file the same, with all exhibits thereto, with the Securities and Exchange Commission, granting unto
#said attorneys-in-fact and agents, and each of them, full power and authority to do and perform each and every
“act'and thing requisite and necessary to be done in and'about the premises, ‘as fully and to all intents-and -

3“4 purposes as he or she might or could do in person, hereby confirming all that said attorneys-in-fact and agents

or either of them, or his or their substitute or subsmutes may lawfully do or cause to be done by v1rtue
hereof. *

Pursuarit to the requirements of the Securities Exchange Act of 1934, lhlb report has been 51gned below
by the following persons on behalf of the Company and in the capacities indicated ‘on February-26, 2007

. Signature : “Capacity
/! Michael R. Haverty Chairman of the Board and )
Michael R. Haverty . Chief Executive Officer and Director :
" /s/ _Arthur L. Shoener . KCS President and
" Arthur L. Shoener : Chief Operating Officer and Director
/s/  Patrick J. Ottensmeyer Exccutive Vice Presidert and Chief Financial Officer
o Patrick J. Ottensmeyer ) - (Principal Financial Officer)
/s/  Michael K. Borrows . Vice President Financial Reporting and Tax
Michael K. Borrows . " (Principal Accounting Officer)
s/ A, Edward Allinson ' . Director

A. Edward Allinson

/sl Roi)ert J. Druten . ' o o Director :
Robert J. Druten ' co L.

fs/  James R. Jones : Director

'J a{nés R. Jones
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S . Signature Sl

P & 4 .

el .

/sl Thomas-A.-McDonnell ..~ « .-t . -
. Thomas A. Mc_Don'r_le'H . .

st Kdren LoPletz . i E
S !(h{en L. Pletz-
“.fs/"" Rodney E. Slater
B - '.Rodney E. Slater
i ".j . 3

Capacity

< Director
T ‘-.l : (l' ' .

Director

- Director

o
.-
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